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V. METHODSOF OBTAINING INTERCONNECTION AND ACCESSTO
UNBUNDLED ELEMENTS

542. In this section, we address the means of achieving interconnection and access to
unbundled network elements that incumbent LECs are required to make available to requesting
cariers.

A. Overview
1. Background

543. Section 251(c)(2) requires incumbent LECs to provide interconnection with the LEC's
network "for the facilities and equipment of any requesting telecommunications carrier.” ¥ Section
251(c)(6) impaoses upon incumbent L ECs "the duty to provide. . . for physica collocation of equipment
necessary for interconnection or access to unbundled network eements at the premises of the [LEC],
except that the carrier may provide for virtua collocation if the [LEC] demondrates to the State
commisson that physica collocation is not practical for technical reasons or because of space
limitations"*#  In the NPRM, we noted that section 251(c)(6) does not expresdy limit the
Commission's authority under section 251(c)(2) to establish rules requiring incumbent LECs to make
available a variety of methods of interconnection, except in Stuations where the incumbent can
demongtrate to the state commission that physica collocation is not practicd for technica reasons or
gpace limitations. We tentatively concluded that the Commission has the authority to require any
reasonable method of interconnection, including physica collocation, virtuad collocation, and meet point
interconnection arrangements.’*

1321 47 U S.C. § 251(c)(2).
1322 47 U S,C. § 251(c)(6).

132 NPRM at para. 64. Under the Commission'&xpanded I nterconnectionrules, LECs are not required to offer a
collocating carrier a choice between physical and virtual collocationSpecial Access Order,7 FCC Rcd at 7407,
Switched Transport Order,8 FCC Rcd at 7404;see also Physical Collocation Designation Order8 FCC Red 4589
(under our Expanded Interconnectionrules, LECs must provide virtual collocation where: virtual collocation is
available on an intrastate basis; a LEC has negotiated an interstate virtual collocation arrangement; LECs are
exempted from providing physical collocation because of space constraints; or a state commission has granted a
waiver). Also,see Section VI.B.1.b. regarding the definitions of physical and virtual collocation.
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2. Comments

544. Many parties agree with our tentative concluson that we have the authority to require any
reasonable method of interconnection.**** The Illinois Commission states that the purpose of 251(c)(6)
isto diminate any question about the Commission's authority to require physica collocation, and not to
limit the type of interconnection incumbent LECs are required to provide under 251(c)(2).1**

545. CAPsand IXCs argue that incumbent L ECs should be required to offer competitive
entrants the choice between physical and virtua collocation, regardless of whether it is practical to offer
physical collocation at aparticular LEC premises.®® Consumer Federation of America and the
Consumers Union argue that the Commission can and should order physical and virtua collocation.*3
MCI contends that interconnectors have the right to choose virtua or physica collocation, or both, and
should have the right to switch from one arrangement to another while paying only the actuad costs of
such achange®®  Sprint argues that the authority to require physica collocation necessarily includes
the authority to require lessinvasive forms of collocation, such as virtud.™®® Hyperion contends that
amdl carriers lack the financid resources to make the economic investment necessary for physica
collocation at every end office. Hyperion suggests that permitting new entrants to request virtua or
physical collocation, depending upon their requirements would encourage competition.”*** ACTA
asserts that the cost of converting existing virtua collocation arrangements to physical should be borne
by the incumbent LEC.**

1324 See, e.g, MFS comments at 17-18 (if Congress meant that 251(c)(6) collocation was the exclusive means of
obtaining interconnection or access to unbundled elements, then subsections (¢)(2) and (c)(3) would not have been
required); Teleport comments at 26; Citizens Utilities comments at 11; Illinois Commission comments at 33;
Pennsylvania Commission comments at 22; Sprint reply at 21.

% 11linois Commission comments at 33; M FS comments at 18 gn_o inference can be drawn that Congress intended
any limitation on the Commission's authority to require forms of interconnection other than physical collocation,
especially in light of section 251(i)).

% See, 9., AT& T comments at 41; Hyperion comments at 14; MFS comments at 23.
%27 CFA/CU comments at 14.

¥26 MCI comments at 56.

1329 Sprint Comments at 19.

1330 Hyperion comments at 15.

1331 ACTA comments at 16.
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546. Severd parties urge the Commission to require interconnection at "meet points.” 3%
Teleport sates that incumbent LECs currently provide meet point interconnection arrangements
between one another's facilities and are thus obligated to provide such arrangements to others. ¥
Teleport dso clams that requiring meet point arrangements would be pro-comptitive because it would
alow competitors the flexibility to congtruct more efficient networks by diminating the need to match
the incumbent LEC's network.*#

547. Incumbent LECs respond that the Statute does not give the Commission authority to
require virtua collocation in addition to physical collocation.™®* Ameritech argues that Congress
specificaly addressed collocation in section 251(c)(6), and that it would be inappropriate to mandate
virtua collocation pursuant to the genera duty under section 251(c)(2) to provide interconnection. It
contends that, under principles of statutory congtruction, the specific language of section 251(c)(6),
which providesfor virtua collocation only where physical collocation is not practica, should govern the
genera language of section 251(c)(2).**

548. GTE clamsthat section 251(c)(2) does not provide for any Commisson rolein
specifying acceptable forms of interconnection.**” Bdl Atlantic and BellSouth claim that meet point
interconnection arrangements are very complex and should not be mandated by the Commission or the
states, but rather l€ft to the negotiation process.**® PacTd argues that incumbent LECs should not be
required to develop new network capabilities or expand current network facilities to interconnect with
competitors.’**

1332 A meet point is a point, designated by two carriers, at which one carrier's responsibility for service begins and
the other carrier's responsibility ends.

1333 Tel ggort reply at 25; Sprint reply 21-22 (argues for a"mid-span" meet arrangement whereby two carriers' fiber
optic cables would be spliced together at a point between two repeaters).

3% Teleport reply at 25.

%% See, e.g., Bell Atlantic comments at 34; PacTel comments at 36.
3% Ameritech comments at 24.

1337 GTE comments at 22.

1338 Bel| Atlantic comments at 22; Bell South comments at 23.

1339 pacTel comments at 19.
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3. Discussion

549. We conclude that, under sections 251(c)(2) and 251(c)(3), any requesting carrier may
choose any method of technicaly feasible interconnection or access to unbundled dements a a
particular point. Section 251(c)(2) impaoses an interconnection duty at any technicaly feasible point; it
does not limit that duty to a specific method of interconnection or access to unbundled elements.

550. Physicd and virtud collocation are the only methods of interconnection or access
specificaly addressed in section 251. Under section 251(c)(6), incumbent LECs are under a duty to
provide physica collocation of equipment necessary for interconnection unlessthe LEC can
demondtrate that physical collocation is not practica for technical reasons or because of space
limitations. In that event, the incumbent LEC is dill obligated to provide virtud collocation of
interconnection equipment. Under section 251, the only limitation on an incumbent LEC's duty to
provide interconnection or access to unbundled elements at any technically feasble point is addressed
in section 251(c)(6) regarding physical collocation. UnlessaLEC can establish that the specific
technica or space limitations in subsection (c)(6) are met with respect to physical collocation, we
conclude that incumbent LECs must provide for any technicaly feasble method of interconnection or
access requested by a competing carrier, including physica collocation.*** If, for example, we
interpreted section 251(c)(6) to limit the means of interconnection available to requesting carriers to
physica and virtud collocation, the requirement in section 251(c)(2) that interconnection be made
available "a any technicaly feasble point” would be narrowed dramatically to mean that
interconnection was required only at points where it was technically feasible to collocate equipmen.
We are not pursuaded that Congress intended to limit interconnection points to locations only where
collocation is possible.

551. Section 251(c)(6) provides the Commisson with explicit authority to mandate physical
collocation as a method of providing interconnection or access to unbundled elements. Such authority
was previoudy found lacking by the U.S. Court of Appedsfor the D.C. Circuit in Bell Atlantic v.
FCC,** which was decided prior to enactment of the 1996 Act. While section 251(c)(6) limits an
incumbent LEC's duty to provide physica collocation in certain circumstances, we find that it does not
limit our authority to require, under sections 251(c)(2) and (c)(3), the provision of virtua collocation.
We note that under our Expanded Interconnection rules, that were amended subsequent to the Bell
Atlantic decison, competitive entrants using physical collocation were required by many incumbent
LECsto convert to virtua collocation. If the Commission concluded that subsection (c)(6) placesa

1340 Because we require incumbent L ECs to offer virtual collocation in addition to physical collocation, we reject the
suggestion of ACTA that the cost of converting from virtual to physical collocation be borne by the incumbent LEC.
See ACTA comments at 16.

1341 Bel| Atlantic Telephone Companiesv. FCC24 F.3d 1441 (D.C. Cir. 1994) (Bell Atlantic v. FCC).
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limitation on our authority to require virtua collocation, competitive providers would be required to
undertake costly and burdensome actions to convert back to physica collocation even if they were
satisfied with exigting virtua collocation arrangements. We conclude that Congress did not intend to
impose such aburden on requesting carriers that wish to continue to use virtua collocation for purposes
of section 251(c). Further, the record indicates that this requirement would be costly and would delay
competition.®*  In short, we conclude that, in enacting section 251(c)(6), Congress intended to
expand the interconnection choices available to requesting carriers, not to redtrict them.

552. We dso conclude that requiring incumbent LECs to provide virtua collocation and other
technicdly feasble methods of interconnection or access to unbundled ementsis consstent with
Congresss desire to facilitate entry into the local telephone market by competitive carriers. In certain
circumstances, competitive carriers may find, for example, that virtual collocation isless costly or more
efficient than physica collocation. We believe that this may be particularly true for smal carriers which
lack the the financia resources to physicaly collocate equipment in alarge number of incumbent LEC
premises.**  Moreover, since requesting carriers will bear the costs of other methods of
interconnection or access, this gpproach will not impose an undue burden on the incumbent LECs.

553. Consgtent with this view, other methods of technically feasible interconnection or access
to incumbent LEC networks, such as meet point arrangements, in addition to virtua and physica
collocation, must be available to new entrants upon request.** Meet point arrangements (or mid-gpan
meets), for example, are commonly used between neighboring LECs for the mutua exchange of traffic,
and thus, in generd, we believe such arrangements are technicaly feasible ** Further, dthough the
creation of meet point arrangements may require some build out of facilities by the incumbent LEC, we
believe that such arrangements are within the scope of the obligationsimpaosed by sections 251(c)(2)
and 251(c)(3). In amest point arrangement, the "point” of interconnection for purposes of sections

1342 See Teleport comments at 32; ALTS comments at 23; Time Warner comments at 42-44 (objecting to non-recurring
charges for the reconnection of existing interconnected virtual collocation servicesto areplacement physical
collocation arrangement).

1343 See Hyperion comments at 15.

%% See Teleport comments at 26-30;:see also Washington Utilities and Transportation Commissiorf-ourth
Supplemental Order Rejecting Tariff Filings and Ordering Refilingsranting Complaints, in Part, (Washington
Commission Oct. 31, 1995), Docket No. UT-941464, at 45Application of Electric Lightwave, Inc., MFSIntelnet of
Oregon, Inc., and MCI Metro Access Transmission Services, IncPublic Utility Commission of Oregon Order, Order
No. 96-021, (Oregon Commission Jan. 12, 1996), at 68-69Rules for Telecommunications I nterconnection and
Unbundling, Arizona Corporation Commission Order, Decision No. 59483, (Arizona Commission Jan. 11, 1996),
Proposed Rule R14-2-1303 (Attachment E hereto).

1345 The Michigan Commission recently required Ameritech to provide meet point interconnection. Michigan Public
Service Commission, Case No. U-10860 (Michigan June 5, 1996) at 18 n.4.
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251(c)(2) and 251(c)(3) remains on “the loca exchange carrier's network" *** (e.g., main distribution
frame, trunk-gde of the switch), and the limited build-out of facilities from that point may then congtitute
an accommodation of interconnection.’*’  In ameet point arrangement each party paysits portion of
the costs to build out the facilities to the meet point. We bdlieve that, dthough the Commission has
authority to require incumbent LECs to provide meet point arrangements upon request, such an
arrangement only makes sense for interconnection pursuant to section 251(c)(2) but not for unbundled
access under section 251(c)(3). New entrants will request interconnection pursuant to section
251(c)(2) for the purpose of exchanging traffic with incumbent LECs. In this Stuation, the incumbent
and the new entrant are co-carriers and each gains value from the interconnection arrangement. Under
these circumstances, it is reasonable to require each party to bear a reasonable portion of the economic
costs of the arrangement. 1n an access arrangement pursuant to section 251(c)(3), however, the
interconnection point will be a part of the new entrant's network and will be used to carry traffic from
one eement in the new entrant's network to another. We conclude that in a section 251(c)(3) access
gtuation, the new entrant should pay dl of the economic costs of ameet point arrangement. Regarding
the distance from an incumbent LEC's premises that an incumbent should be required to build out
facilities for meet point arrangements, we believe that the parties and state commissions are in a better
position than the Commission to determine the gppropriate distance that would condtitute the required
reasonable accommodation of interconnection.

554. Findly, in accordance with our interpretation of the term "technicaly feasble" we
conclude that, if a particular method of interconnection is currently employed between two networks, or
has been used successtully in the past, a rebuttable presumption is created that such amethod is
technically feasible for substantialy similar network architectures. Moreover, because the obligation of
incumbent LECs to provide interconnection or access to unbundled elements by any technically feasble
means arises from sections 251(c)(2) and 251(c)(3), we conclude that incumbent LECs bear the
burden of demondtrating the technical infeasibility of a particular method of interconnection or access at
any individud point.

1246 47 U S.C. § 251(c)(2).

1347 See, supraSection |V .E., above, discussing accommaodation of interconnection.
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B. Callocation
1. Coallocation Standards
a. Adoption of National Standards
(1). Background

555. Inthe NPRM we tentatively concluded that we should adopt nationd rules for virtua and
physical collocation. This tentative concluson was based on the belief that nationa standards would
help to speed the development of competition.***® We also sought comment on specific national
standards that we might adopt, and on whether any specific state approaches would serve as an
appropriate model 3%

(2. Comments

556. Incumbent LECs and state commissions argue that collocation is a Sate matter and that
terms and conditions for collocation should be negotiated between the parties™®* or determined by the
states.’*' Some parties recommend that, to the extent national guidelines are necessary, the
Commission should readopt the standards established in the Expanded Interconnection
proceeding.’*? Teeport and the New Y ork Commission suggest that, if we adopt rules, we should use
the New Y ork Commission's "comparably efficient interconnection” standard asamodd.**>* The

1348 NPRM at para. 24.
1329 NPRM at para. 70.
1350 Bel| South comments at 23; SBC comments at 64; USTA comments at 19; PacTel comments at 34.

1351 Seg, e.g., New Y ork Commission comments at 13-14see al so Ohio Commission comments at 29; Florida
Commission comments at 22; Oregon Commission comments at 23.

USTA commentsat 19; Bell Atlantic comments at 32-33; Sprint reply at 22; California Commission comments at 24,
Texas Commission comments at 13-14; District of Columbia Commission comments at 20.

3% Teleport comments at 30 (this standard is consistent with, if not demanded by, the requirements for
nondiscriminatory interconnection in section 251(c)(2)(C)); New Y ork Commission comments at 34 gthe Commission
should not set specific rules, but should adopt guidelinesthat incumbent L ECs offer comparably efficient
interconnection).
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Alabamaand Missouri Commissions support the approach to interconnection that each adopted in their
respective states.**  Pacific Telesis supports California's "preferred outcomes gpproach.” 3

557. Comptitive providers generally favor nationa standards for collocation.”**® MFS argues
that Congress did not intend for the states to have a policy role in collocation matters, and that
unambiguous nationa guidelines are needed to prevent incumbent LECs from engaging in discriminatory
practices and to avoid duplicative litigation in multiple forums.**>’

(3). Discussion

558. We conclude that we should adopt explicit nationd rules to implement the collocation
requirements of the 1996 Act. We find that specific rules defining minimum requirements for
nondiscriminatory collocation arrangements will remove barriers to entry by potential competitors and
Speed the development of competition. Our experience in the Expanded I nter connection proceeding
indicates that incumbent L ECs have an economic incentive to interpret regulatory ambiguities to delay
entry by new competitors.***® We and the states should therefore adopt, to the extent possible, specific
and detailed collocation rules. We find, however, that states should have flexibility to apply additiona
collocation requirements that are otherwise congstent with the 1996 Act and our implementing
regulations.

1354 Alabama Commission comments at 17 (under Alabama's interconnection model, parties negotiate collocation
arrangements and may petition the Alabama commission to require collocation under specific terms and conditions
should negotiations fail); Missouri Commission comments at 12 (The Missouri Commission requires the incumbent
LEC to provide the type of interconnection that the interconnecting carrier requests, either physical or virtual. The
Comn?ji ssion ?Iso requires that large incumbent L ECs tariff their interconnection arrangements, and that collocators
pay adeposit).

1355 PacTel comments at 36.

%% | ntermedia comments at 6; Teleport comments at 30; ALTS comments at 21; Hyperion comments at 14; ACSI
comments at 14; NCTA comments at 34; Telecommunications Resellers Assn comments at 46; Time Warner
comments at 32; MFS commentsat 20-21; AT& T comments at 39.

1357 M FS comments at 20-21.

1358 Qur review of the LECs' initial physical and virtual collocation tariffs raised significant concerns regarding the
implementation of ourExpanded | nter connectionrequirements and resulted in the designation of numerous issues
for investigation. The Commission has not yet reached decisions on most of these issues, though it has found that
certain rates for virtual collocation were unlawfulSee Local Exchange Carriers' Rates, Terms, and Conditions for
Expanded Interconnection Through Virtual Collocation for Special Access and Switched Transppi FCC Rcd
6375 (Com. Car. Bur. 1995)Phase | Report and Orde); see also Local Exchange Carriers Rates, Terms, and
Conditions for Expanded I nterconnection for Special Acces8 FCC Rcd 6909 (Com. Car. Bur. 1993)Rhysical
Collocation Designation Order) Local Exchange Carriers' Rates, Terms, and Conditions for Expanded
Interconnection ThroughVirtual Collocation for Special Access and Switched Transport, 10 FCC Red 11116 (Com.
Car. Bur. 1995)irtual Collocation Designation OrdeJ.
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b. Adoption of Expanded I nterconnection Termsand Conditions
for Physical and Virtual Collocation under Section 251

(1). Background

559. In our Expanded Interconnection proceeding, we required LECs to offer expanded
interconnection to al interested parties, which alowed competitors and end users to terminate their own
specid access and switched transport access transmission facilities at LEC central offices. > We
required Tier 1 LECs™® to offer physica collocation, with the interconnecting party paying the LEC for
centrd office floor space.™™  We required that L ECs provide space to interested parties on afirgt-
come fird-served basis, and that they provide virtual collocation when space for physica collocation is
exhausted.’**?  Under virtua collocation, interconnectors are dlowed to designate central office
transmission equipment dedicated to their use, as well asto monitor and control their circuits terminating
inthe LEC centrd office. Interconnectors, however, do not pay for the incumbent's floor space under
virtua collocation arrangements and have no right to enter the LEC centra office. Under our virtua
collocation requirements, LECs mugt ingtdl, maintain, and repair interconnector-designated equipment
under the same intervas and with the same or better failure rates for the performance of smilar
functions for comparable LEC equipment.***

560. In the Expanded Interconnection proceeding, we required the LECsto file tariffsto
implement our virtual and physica collocation requirements. Our initid review of the LECS tariffs

Expanded Interconnection with Local Telephone Company Facilities, First Report and Order FCC Red 73®
g992)(5pedal Access Order), vacated in part and remanded, Bell Atlantic24 F.3d 1441 (1994);First Reconsideration,

FCCRad127 (1993);vacated in part and remanded, Bell Atlantic24 F.3d 1441;Second Reconsideration,8 FCC Rcd
7341 (1993); Second Report and Order,8 FCC Rcd 7374(1993) Switched Transport Orde), vacated in part ard
remanded, Bell Atlantic Telephone Cos., v. FCC24 F.3d 1441; Remand Order,9 FCC Rcd 5154 (1994}Virtual
Collocation Orde),remanded for consideration of 1996 Act, Pacific Bell, et al. v. FC@1 F.3d 1147 (1996)(collectively
referred to as Expanded Interconnection). Interstate access is a service traditionally provided by local telephan
companiesand enables | X Cs and other customers to originate and terminate interstate telephone traffic. Special access
is aform of interstate access that uses dedicated transmission lines between two points, without switching the traffic
on those lines. Switched transport is another form of interstate access comprising the transmission of traffic between
interexchangecarriers (or other customers') points of presence and local telephone companies' end offices, where the
traffic is switched and routed to end users.

3% Tier 1 LECs are local exchange carriers having $100 million or more in "total company annual regulated revenues.”
Commission Requirements for Cost Support Material to be Filed with 1990 Annual Access TarifssFCC Rcd 1364,
1364 (Com. Car. Bur. 1990§1990 Cost Support Ordel).

%1 The interconnecting party uses the space to locate equipment necessary to terminate its transmission links for
interconnection with the LEC's network. The interconnector has physical accessto this space in the LEC central
officetoinstall, maintain, and repair its transmission equipmentSpecial Access Order,7 FCC Rcd at 7391.

13627 FCC Red at 7391.

1363 Special Access Order,7 FCC Rcd at 7394;Switched Transport Order,8 FCC Red at 7393.
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raised significant concerns regarding the LECs provision of physical and virtua collocation. ***
Consequently, the Bureau partialy suspended the rates proposed by many of the LECs and dlowed
these rates to take effect subject to investigation and an accounting order.

561. In 1994, the U.S. Court of Appedsfor the Digtrict of Columbia Circuit found that the
FCC lacked the authority under section 201 of the 1934 Communications Act to require physical
collocation and remanded all other issues to the Commission.*** On remand, we adopted rules for
both specia access and switched transport that required LECs to provide either virtua or physica
collocation, a the LECs option.***® Those rules currently are in place, dthough the court of appeds
remanded the Remand Order to usto consider the impact of the 1996 Act on those rules.™” Inthe
1996 Act, Congress specificaly directed incumbent LECs to provide physica collocation for
interconnection and access to unbundled network eements, absent technica or space congraints,
pursuant to section 251(c)(6) of the Communications Act.**®

562. We sought comment in the NPRM on whether, for purposes of implementing physica
and virtua collocation under section 251, we should readopt the standards set out in our Expanded
I nterconnection proceeding and, if so, how to adapt those standards to reflect the new statutory
requirements and other policy consderations of the 1996 Act.’**

(2. Comments

563. To the extent parties addressed the substantive content of national rules, most favor
readoption of the Expanded Interconnection rules. Assuming that national sandards are to be
adopted, severd state commissions and a number of incumbent LECs generdly favor readoption of our
Expanded Interconnection requirements because they were developed based on an extensive

1364 See Special Access Physical Collocation Designation Ordei8 FCC Red 6909;Virtual Collocation Designation
Order, 10 FCC Rcd 11116;see also supra,note 1358.

1355 Bel| Atlantic v. FCC,24 F.3d 1441.
13% Remand Order, 9 FCC Rcd 5154.

1307 pacific Bell et al. v. FCC 81 F.3d 1147 (D.C. Cir. 1996). As discussed in Section V1.B.2.a, below, we find that the
1996 Act does not supplant or otherwise alter ouExpanded | nterconnectionrules for interstate interconnection
services provided pursuant to section 201 of the Communications Act.

1368 47 U.S.C. § 251(C)(6).

139 NPRM at para. 71.
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record.”*" BelSouth, in contrast, argues that the Commission's Expanded Interconnection rules are
no longer necessary under the 1996 A ct, because parties should be free to negotiate agreements
between themselves without being governed by FCC rules.®*™ SBC and Pacific Telesis argue that
physica collocation should be negotiated in order to alow parties to address unique requirements. 2
Cincinnati Bell argues that the FCC should not establish regulations regarding services that are ancillary
to collocation such as rent, insurance, and equipment maintenance, because they are not activities within
the purview of Title 11 of the Communications Act.**”?

564. CAPsand IXCsaso generdly favor readoption of our Expanded Interconnection
requirements.**  Severd commenters advocate specific amendments that they believe are required by
the 1996 Act or by intervening circumstances.*”® MFS, however, argues that the purposes of the
1996 Act are much broader than those of the Expanded Inter connection proceedings and that the
collocation standards under section 251 should reflect this difference.’*®* M CI contends that existing
collocation rules, terms, and conditions should be significantly modified.**”” Teleport asserts that the
Commission should require dl incumbent LECs to refile with the FCC their most recent physical
collocation tariffs, subject to the previoudy applicable accounting orders. 3

(3. Discussion

1370 Bel| Atlantic comments at 33; Cincinnati Bell comments at 15; PacTel comments at 35; NY NEX comments at 66;
Roseville Tel. comments at 2-3; SNET comments at 15; GTE comments at ZExpanded I nterconnectionrules should
be readopted if used to identify acceptable outcomes and not to dictate behavior)see al so Alabama Commission
comments at 17; Texas Commission comments at 14; llinois Commission comments at 35.

*"* Bell South comments at 24 (the Act sets up a new framework under which the parties must be free to negotiate
arrangements "unencumbered by excessive rules and regulations").

1372 pacTel reply at 12; SBC comments at 64 (collocation should be negotiated and should not be subject to uniform
requirements because of the differing conditions at each location).

Y37 Cincinnati Bell comments at 15.
137 See, e.g., Sprint comments at 21; Time Warner comments at 38; Intermedia comments at 6.

1375 ALTS comments at 24; Telecommunications Resellers Assn comments at 47; |ntermedia comments at 9
(incumbent LECs must tariff cross-connect elements for services not currently offered, such as packet switching,
framerelay, ATM, and SONET services); ACSI comments at 16 (revisdxpanded I nterconnectionrules should
reflect resolution of issuesraised in designation orders).

1378 M FS comments at 22;see also M Cl comments at 54.
1377 M CI comments at 58.

1378 Teleport comments at 31; Intermedia comments at 7 (arguing that L ECs must establish terms and conditions for
physical collocation within 30 days).
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565. We conclude that we should adopt the existing Expanded | nterconnection
requirements, with some modifications, as the rules gpplicable for collocation under section 251.%%7
Those rules were established on the badis of an extensve record in the Expanded Interconnection
proceeding, and are largely consistent with the requirements of section 251(c)(6). Adoption of those
requirements for purposes of collocation under section 251, moreover, has substantial support in the
record of this proceeding. Thus, the standards established for physical and virtud collocation in our
Expanded Interconnection proceeding will generdly apply to collocation under section 251. The
mog sgnificant requirements of Expanded Interconnection are specificaly set out in rules we adopt
here. We address pricing and rate structure issues separately, in section VII below.

566. We find, however, that certain modifications to our Expanded Interconnection
requirements are necessary to account for specific provisons of section 251(c)(6) and service
arrangements that differ from those contemplated in our Expanded Inter connection orders. **° For
example, the Expanded Inter connection requirements apply to Tier 1 LECsthat are not NECA pool
members, and section 251 gpplies to "incumbent LECs," though there is an exemption for certain rura
carriers.®!  Expanded Interconnection aso alows end-users to interconnect their equipment, while
section 251 requires that interconnection and access to unbundled network elements be provided to
"any requesting telecommunications carrier." 3% Accordingly, we s&t forth below severd modifications
to the terms and conditions for collocation as they are described in our Expanded Interconnection
ordersfor gpplication in implementing section 251. We bdlieve that, in light of the expedited statutory
time frame for this rulemaking and limited record addressing the specific terms and conditions for
collocation under section 251 in this proceeding, it would be impractical and imprudent to develop a
large number of new substantive collocation requirements in this order. We may congder the need for
additiond or different requirementsin a subsequent proceeding, if we determine that such action is
warranted.

567. The mog sgnificant difference between the Expanded I nterconnection rules and the
collocation rules we adopt to implement the 1996 Act concerns the collocation tariffing requirement.
As discussed below, the 1996 Act does not require that collocation be federally tariffed. ™ We thus
do not adopt, under section 251, the Expanded Inter connection tariffing requirements originaly

37 See Remand Order, 9 FCC Rcd at 5168-69, 5174-83.
138 See supra, note 1358, 1359

1381 Seeinfra, Section XI1.

1382 See 47 U.S.C. § 251(c)(2), (3).

1383 Seejnfra, Section VI1.B.2.a
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adopted under section 201 for physical and virtua collocation. The exiding tariffing requirements of
Expanded Interconnection for interstate specia access and switched transport will continue to apply
for use by customers that wish to subscribe to those interstate services. ™

568. Wergect SBC's contention that we may not adopt any terms and conditionsin this
proceeding that differ from those in the Expanded Interconnection proceeding. SBC argues that
Congress intended, in section 251(c)(6), to use the term "physical collocation” as aterm of art, and
thereby to adopt wholesde the terms and conditions for physical collocation that the Commisson
adopted in the Expanded Interconnection proceeding. A variety of terms and conditions for physica
collocation are possible and section 251(c)(6) makes no reference to the Commission's decisons on
these issues in the Expanded I nterconnection proceeding. If Congress had intended to readopt those
rules wholesdle without permitting the Commission any flexibility in the matter, we believe that Congress
would have been more explicit rather than merdly using the phrase "physica collocation.” Thus, we
believe that we can and should modify our preexisting sSandards, as set forth below, for purposes of
implementing the provisons of section 251(c)(6). In the following sections(c. - i.) we address
comments filed by interested parties concerning application of our existing Expanded Interconnection
requirements for purposes of collocation under section 251.1%%

569. Findly, our experience reviewing the tariffs that incumbent LECsfiled to implement our
requirements for physica and virtua collocation suggests that rates, terms, and conditions under which
incumbent L ECs propose to provide these arrangements pursuant to section 251(c)(6) bear close
scrutiny.** We strongly urge state commissions to be vigilant in their review of such arrangements™®
We will review thisissue and revise our requirements as necessary.

C. TheMeaning of the Term " Premises’
(1). Background

570. In the Expanded Interconnection proceeding, we required collocation at end offices,
sarving wire centers, and tandem switches, as well as a remote distribution nodes and any other points

1384 Seeinfra, Section VI.B.2.a

1385 |n anumber of instances, we decline to adopt proposals for modifications to oliixpanded I nterconnection
requirements.

1386 See Special Access Physical Collocation Designation Order8 FCC Red 6909;Virtual Collocation Designation
Order, 10 FCC Rcd 11116.

1387 Some areas our investigations have found problematic in the past include channel assignment, letters of agency,
charges for repeaters, and placement of point-of-termination bays.
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that the LEC treats as a "rating point."**® Section 251(c)(6) requires physica collocation "at the
premises of the loca exchange carrier."*** In the NPRM, we tentatively concluded that the term
"premises’ includes, in addition to LEC centra offices and tandem offices, dl buildings or smilar
Sructures owned or leased by the incumbent LEC that house LEC network facilities. We sought
comment on whether structures that house LEC network facilities on public rights-of-way, such as
vaults containing loop concentrators or similar structures, should be deemed to be LEC "premises.” 1%

(2. Comments

571. Incumbent LECs generdly argue that collocation is infeasible at locations other than
central offices, tandem switching locations, and remote nodes, and that only such locations should be
included in the interpretation of the word "premises”****  Pacific Telesis argues that points for
collocation cannot be determined until the Commission determines the points of interconnection and
access to unbundled network elements.®*  Ameritech contends that we should define the term
"premises’ as only those portions of centrd office buildings in which the LEC has the exclusive right of
occupancy and in which the technicdly feasble point of interconnection or access to unbundled
eementsislocated.®* The Rurd Td. Codition asks that interconnection and collocation points be
established in a flexible manner to recognize size and volume differences among carriers.***

572. CAPsand IXCs generdly favor an expansve definition of the term "premises’ that
includes " sructures housing LEC network facilities on public rights-of-way including vaults containing
loop concentrators or similar structures."***  These commenters argue that physica collocation should
be offered a any incumbent LEC location where physcal collocation is technicaly feasible, including

1388 See Remand Order,9 FCC Rced at 5168;Special Access Order, 7 FCC Red at 7418;Switched Transport Order, 8
FCC Rcd at 7409. A rating point is apoint used in calculating the length of interoffice special access links.

1389 47 U.S.C. § 251(c)(6).
1390 NPRM at para. 72.

1391 Seg, e.g., USTA comments at 20; NY NEX comments at 66; Cincinnati Bell comments at 15; Ameritech comments
at 22 (the term "premises” should only include central offices housing network facilities in which the incumbent LEC
has the exclusive right of occupancy).

1392 Bel| Atlantic comments at 37.
1393 Ameritech comments at 22.
13% Rural Tel. Coalition comments at 31.

1395 See, e.9.,AT& T comments at 40;see also Telecommunications Resellers Assn comments at 46; Hyperion
comments at 14.
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centrd offices, cable vaults, manholes, cross-connect points, loop carrier, and building closets. %
ALTS and MFS contend that assertions of technical infeasibility should be addressed in fact-specific
situations and should not narrow the general gpplication of section 251(c)(6).***" Thelllinois
Commission supports our tentative concluson and argues that collocation should not be restricted to
central and tandem offices.™*®

(3). Discussion

573. The 1996 Act does not address the definition of premises, nor isthe term discussed in the
legidative history. Therefore, we look to the purposes of the 1996 Act and genera uses of the term
"premises’ in other contextsin order to define this term for purposes of section 251(c)(6). The term
"premises’ is defined in varying ways, according to the context in which it isused.*** In light of the
1996 Act's procompetitive purposes, we find that a broad definition of the term "premises’ is
appropriate in order to permit new entrants to collocate at a broad range of points under the incumbent
LEC'scontrol. A broad definition will allow collocation at points other than those specified for
collocation under the existing Expanded I nter connection requirements. We find that thisresult is
appropriate because the purposes of physica and virtua collocation under section 251 are broader
than those etablished in the Expanded Interconnection proceeding. We therefore interpret the term
"premises’ broadly to include LEC centrd offices, serving wire centers and tandem offices, aswell as
al buildings or amilar structures owned or leased by the incumbent LEC that house LEC network
facilities. We dso treat asincumbent LEC premises any dructures that house LEC network facilities on
public rights-of-way, such as vaults containing loop concentrators or Smilar sructures.

574. Asdiscussed below, we conclude that section 251(c)(6) requires collocation only where
technicdly feasble. Inlight of this concluson, we find that adoption of a definition of "premises’ that
depends on whether interconnection or access to unbundled network elements at a particular point is
"technically feasble," as suggested by Ameritech and Pacific Teles's, would be superfluous. We dso
conclude that it is not gppropriate to adopt a definition of "premises,” as suggested by severd parties,
that is dependent on whether it is"practical” to collocate equipment at a particular point. We note
however, that neither physical nor virtua collocation is required a points where not technicaly

139 See, e.g., MFS comments at 23.
1397 ALTSreply at 35; MFSreply at 29.
1398 |linois Commerce Commission at 33.

1399 See Gibbons v. Brandt,170 F.2d 385, 387 (7th Cir. 1948) ("the word 'premises does not have one fixed and
absolute meaning. Itisto be determined always by its context . . .").
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feasble® We therefore decline to adopt specific requirements regarding collocation at particular
pointsin the LEC network, as suggested by GVNW and others. Because collocation is only required
where technicaly feasible, the approach we here adopt will enable competitors to take advantage of
opportunities to collocate equipment without imposing undue burdens on incumbent LECs, whether
large or smadll.

575. We dso address the impact on smal incumbent LECs. For example, the Rura Tel.
Codlition asks that interconnection and collocation points be established in a flexible manner. We have
consdered the economic impact of our rulesin this section on small incumbent LECs. For example, we
do not adopt rigid requirements for locations where collocation must be provided. Incumbent LECs
are not required to physicaly collocate equipment in locations where not practica for technica reasons
or because of gpace limitations, and virtud collocation is required only where technicaly feesble. We
aso note, however, that section 251(f) of the 1996 Act provides rdlief to certain smal LECs from our
regulationsimplementing section 251"

d. Collocation Equipment
(1. Background

576. In the Expanded Interconnection proceeding, we alowed collocation for central office
equipment needed to terminate basic transmission facilities between LEC centrd offices and third-party
premises. A cceptable equipment included optica terminating equipment and multiplexers. We did not
require the LECs to permit collocation of enhanced services equipment or customer premises
equipment because such equipment was not necessary to foster competition in the provision of basic
transmission services. We dso did not require LECsto alow the collocation of switches.**® Section
251(c)(6) requires incumbent LECs to dlow collocation of "equipment necessary for interconnection or
access to unbundled dements. . . "% We sought comment in the NPRM on what types of equipment
competitors should be permitted to collocate on LEC premises.'*

149 | ncumbent L ECs are required to permit the collocation of equipment for the purpose of interconnection under
section 251(c)(2) or access to unbundled network elements under section 251(c)(3). Interconnection and accessto
unbundled network elements are only required under these sections at technically feasible points. 47 U.S.C. §
251(c)(2) and (3).

1401 See infra, Section XI1.

1402 See generallyRemand Order,9 FCC Rcd at 5178-81 (paras. 82-94)see also Special Access Order,7 FCC Rcd at
7412-16, Switched Transport Order,8 FCC Red at 7411-16.

1403 47 U S.C. § 251(C)(6).

1404 NPRM at para.72.
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(2. Comments

577. BOCsand other incumbent LECs generdly favor limiting the type of equipment alowed
to be collocated to transmission equipment necessary to interconnect to LEC networks. *** Sprint
argues that incumbent L ECs should be permitted to limit the amount of space they have to provide to
that needed for equipment necessary for the particular type of interconnection that is taking place.***
IXCsand CAPs argue that any type of equipment may be collocated absent demonstrable harm to the
LEC, and that any arbitrary limit on the types of equipment to be collocated could foreclose efficient
methods of interconnection and/or access to unbundled eements.™” MFS contends that competing
providers should not be required to demondirate affirmatively that equipment is "necessary™ before
dlowing it to be collocated. The Illinois Commission supports a policy that would not redtrict the type
of equipment to be collocated except where necessary to prevent harm to the network. The Colorado
Commission supports limiting alowable equipment to that used to provide a tdecommunications
service™® The Association of Telemessaging Services Internationa urges the Commission to require
collocation of equipment used to provide enhanced services.*®

578. WinStar argues that the 1996 Act etablishes its right to place its microwave facilities on
the roofs of incumbent LEC buildingsin which its termination equipment is to be collocated in order to
ensure that wireline facilities are not favored over wirdess, and therefore urges the Commission to
adopt a collocation standard that is technology neutral.***°

(3. Discussion

579. We believe that section 251(c)(6) generdly requires that incumbent LEECs permit the
collocation of equipment used for interconnection or access to unbundled network eements. Although
the term "necessary,” read most drictly, could be interpreted to mean "indispensable,” we conclude that
for the purposes of section 251(c)(6) "necessary” does not mean "indispensable” but rather "used” or
"useful.” Thisinterpretation is mogt likely to promote fair competition congstent with the purposes of

1405 See, e.9., SBC comments at 63-64; Bell Atlantic comments at 34; GTE reply at 14; PacTel comments at 38, reply at
13.

% Sprint reply at 23.

19" See, e.g., MFS comments at 24; M CI comments at 54-55; Time Warner comments at 39; GCI comments at 10.
1498 ||linois Commission comments at 34; Colorado Commission comments at 23.

1499 A ssociation of Telemessaging Services International reply at 16.

110 \WinStar comments at 4, reply at 4.
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the Act. (We note that this view is consistent with the findings of the Colorado Commission).*** Thus,
we read section 251(c)(6) to refer to equipment used for the purpose of interconnection or accessto
unbundled network elements.**? Even if the collocator could use other equipment to perform asimilar
function, the specified equipment may till be "necessary” for interconnection or access to unbundled
network elements under section 251(c)(6). We can easily imagine circumstances, for instance, in which
dternative equipment would perform the same function, but with less efficiency or at greater cost. A
grict reading of the term "necessary” in these circumstances could dlow LECsto avoid collocating the
equipment of the interconnectors choosing, thus undermining the procompetitive purposes of the 1996
Act.

580. Conggtent with this interpretation, we conclude that transmission equipment, such as
optica terminating equipment and multiplexers, may be collocated on LEC premises. We dso
conclude that L ECs should continue to permit collocation of any type of equipment currently being
collocated to terminate basic transmission facilities under the Expanded | nter connection requirements.
In addition, whenever a telecommunications carrier seeks to collocate equipment for purposes within
the scope of section 251(c)(6), the incumbent LEC shall prove to the state commission that such
equipment is not "necessary,” as we have defined that term, for interconnection or access to unbundled
network elements. State commissons may designate specific additiond types of equipment that may be
collocated pursuant to section 251(c)(6).

581. We do not find, however, that section 251(c)(6) requires collocation of equipment used
to provide enhanced services, contrary to the arguments of the Association of Telemessaging Services
Internationd .***  We also decline to require incumbent LECs to dlow collocation of any equipment
without restriction.****  Section 251(c)(6) requires collocation only of equipment "necessary for
interconnection or access to unbundled elements.” Section 251(c)(2) requiresincumbent LECsto
provide "interconnection” for the "transmisson and routing of telephone exchange sarvice and exchange
access,” and section 251(c)(3) requires incumbent LECs to provide access to unbundled network

1411 Colorado Public Utilities CommissionProposed Rules Regarding |mplementation of §8 40-15-10%t. seq.,
giéaqluéég)merltg 2Rgzl ating to Interconnection and Unbundlingdocket No. 95R-556T, (Colorado Commission, March
) at 19-20.

112 Cf. National Railroad Passenger Corporation v. Boston and Maine Corps03 U.S. 407, 417 (1992) (upholding
the ICC'sinterpretation of the word "required" as "useful or alopropriate," rather than "indispensableM,cCulloch
v. Maryland 4 Wheat. 316, 413 (1819) (Chief Justice Marshall read the word "necessary” to mean "convenient, or
useful,” rejecting a stricter reading of the term).

1413 ATSI reply at 16.

1414 Seg, e.g., MFS comments at 24.
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eements "for the provison of atedecommunications sarvice"**  Section 251(c)(6) therefore requires
incumbent LECs to provide physicd or virtud collocation only for equipment "necessary” or used for
those purposes. We find that section 251(c)(6) does not require collocation of equipment necessary to
provide enhanced services.™° At thistime, we do not impose agenerd requirement that switching
equipment be collocated since it does not appear that it is used for the actua interconnection or access
to unbundled network dements.***” We recognize, however, that modern technology has tended to
blur the line between switching equipment and multiplexing equipment, which we permit to be
collocated. We expect, in Stuations where the functiondity of a particular piece of equipment isin
disoute, that state commissions will determine whether the equipment at issue is actualy used for
interconnection or access to unbundled dements. We dso reserve the right to reexamine thisissue at a
later date if it gppears that such action would further achievement of the 1996 Act's procompetitive
gods. Finaly, because we lack an adequate record on the issue, we decline to adopt AT&T's
proposa that we require that incumbent LECs alow collocated equipment to be used for "hubbing.” *42

582. Inresponse to WinStar's suggestion that we require collocation of microwave
transmission facilities, we note that collocation of microwave transmisson equipment was required
where reasonably feasible by the Special Access Order.**® We aso require the collocation of
microwave equipment under section 251, dthough we modify the Expanded | nterconnection standard
we adopt under section 251 for when such collocation is required dightly to conform to the standard for
the provison of physica collocation in section 251(c)(6). We therefore require that incumbent LECs
alow comptitors to use physica collocation for microwave transmission facilities except where thisis

1415 47 U S.C. § 251()(3).

1418 \We note that we declined to require collocation of enhanced services equipment in o@omputer [11and ONA
proceedings. See Third Computer InquiryReport and Order, 104 FCC 2d 958, 1037-38 (1986);Computer |11 Remand
6 FCC Rcd 7571 (1991). Enhanced services are defined as services that "employ computer processing applications
which act on the format, content, code, protocol or similar aspects of the subscriber's transmitted information;
provide the subscriber additional, different, or restructured information; or involve

subscriber interaction with stored information." 47 C.F.R. § 64.702. This definition appears not to include the
provision of "telecommunications services."See 47 U.S.C. § 153(43), (46)

1417 1f switching equipment islocated at the collocated space, generally the only equipment used for interconnection
orhaccfess to unbundled elements is the cross-connect equipment. The switching equipment generally performs
other functions.

18 AT& T advocates requiring LECs to allow new entrants to "connect additional equipment of their own to their
collocated equi gment in the collocated space."L etter from Betsy Brady, Federal Government Affairs Director and
Attorney, to Robert M cDonald, Common Carrier Bureau, July 12, 1996, at 3, N(AT& T July 12, 1996Ex Parte). See
also AT& T comments at 40 n. 51.

1419 Special Access Order,7 FCC Rcd at 7416;see also Remand Order,9 FCC Redat 5178-79.
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not practica for technica reasons or because of space limitations, in which case virtua collocation is
required where technicaly feasible.**®

e. Allocation of Space
(1). Background

583. Inthe Expanded Interconnection proceeding, we required LECs to alocate space for
physica collocation on afirst-come, first-served basis. We aso required LECs to take into account
interconnector demand for collocation space when reconfiguring space or building new centrd offices,
and we found that imposing reasonable restrictions on warehousing of gpace by collocating carriers was
appropriate** The NPRM sought comment on whether nationd guidelines would deter
anticompetitive behavior through the manipulation or unreasonable alocation of space by either
incumbent LECs or new entrants.**#

(2. Comments

584. CAPsand IXCs support adoption of rules governing incumbent LEC space alocation.
AT&T asserts that incumbent LECs should be required to consder the needs of collocators when
remoddling or building new fadilities** MFS and Teleport contend that incumbent LECs should not
be able to limit the amount of space that may be occupied by an interconnector's equipment unless the
incumbent LEC demondtrates that space is nearing exhaustion.** M Cl asserts that we should prohibit
an incumbent LEC from denying a collocator use of available space unless the incumbent demondrates
that it had plans for such space prior to the request for collocation.***  In locations where spaceis
scarce, M Cl argues that incumbent LECs should be required to file reports with the FCC on the status

1420 Under our technical feasibility standard, the costs of any construction necessary to accommodate the proposed
interconnection arrangement are to be borne by the party seeking to interconnectee supra, Section IV .E.

142 gpecial Access Order, 7 FCC Red at 7408.
122 NPRM at para.72.

123 AT& T comments at 41-42 (where space is unavailable incumbent LECs should be required to provide trunking at
no extra cost and enable the interconnector to connect to designated equipment elsewhere, with atimetable for
moving the interconnector to the incumbent L EC's premises when space becomes available).

1424 M FS comments at 34; Teleport comments at 33.

1425 M CI comments at 56.

284



Federd Communications Commisson 96-325

and planned increase and use of space.***® Bl Atlantic counters that such a policy could prevent it
from sarving its customers efficiently.***”  Pacific Teles's suggests that the Commission reiterate its
policy of alowing "reasonable restrictions on warehousing of unused space by interconnectors.” 4%
The Pennsylvania Commission asserts that it is not necessary for the FCC to adopt nationa guiddines
regarding space dlocation.”* GVNW argues that collocation should be required in rurd areas only
where there is space available. ™

(3. Discussion

585. We bdlieve that incumbent L ECs have the incentive and capability to impede competitive
entry by minimizing the amount of space that is available for collocation by competitors. Accordingly,
we adopt our Expanded Inter connection space alocation rules for purposes of section 251, except as
indicated herein. LECs will thus be required to make space available to requesting carriers on afirst-
come, first-served bass. We also conclude that collocators seeking to expand their collocated space
should be dlowed to use contiguous space where available. We further conclude that LECs should not
be required to lease or construct additiona space to provide physica collocation to interconnectors
when exigting space has been exhausted. We find such a requirement unnecessary because section
251(c)(6) dlows incumbent LECsto provide virtua collocation where physica collocation is not
practical for technical reasons or because of space limitations. Congstent with the requirements and
findings of the Expanded Inter connection proceeding, we conclude that incumbent LECs should be
required to take collocator demand into account when renovating existing facilities and congtructing or
leasing new facilities, just as they consder demand for other services when undertaking such projects.
We find that this requirement is necessary in order to ensure that sufficient collocation space will be
available in the future. We decline, however, to adopt agenerd rule requiring LECsto file reports on
the status and planned increase and use of space. State commissions will determine whether sufficient
gpace is available for physica collocation, and we conclude that they have authority under the 1996 Act
to require incumbent LECs to file such reports. We expect individud state commissonsto determine
whether the filing of such reportsis warranted.

126 MCI comments at 56.

27 Bell Atlantic reply at 16.

1428 PacTel comments at 36.

1429 pennsylvania Commission comments at 22.

1430 GVNW comments at 8.
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586. We aso agree with Pecific Teless that redtrictions on warehousing of space by
interconnectors are appropriate.**** Because collocation space on incumbent LEC premises may be
limited, inefficient use of space by one competitive entrant could deprive another entrant of the
opportunity to collocate facilities or expand existing space. In the Expanded I nterconnection
proceeding, we dlowed "reasonable restrictions on warehousing of space,” *** and will adopt this
provision for purposes of section 251. As discussed below, we also adopt measures to ensure that
incumbent L ECs themsalves do not unreasonably "warehouse' space, athough we do permit them to
reserve alimited amount of space for specific future uses.™*  Incumbent LECs, however, are not
permitted to set maximum space limitations without demondrating that space condraints make such
restrictions necessary, as such maximum limits could congtrain a collocator's ability to provide service
efficiently.

587. We adso address the impact on small incumbent LECs. For example, GVNW argues that
we should require collocation in rurd areas only where there is space available. We have considered
the impact of our rulesin this section on small incumbent LECs and do not require physica collocation
at any point where there isinsufficient space available. We decline, however, to adopt rules regarding
gpace availability that apply differently to small, rurd carriers because the rules we here adopt are
aufficiently flexible. We dso note, however, that section 251(f) of the 1996 Act provides rdlief to
certain smal LECs from our regulations implementing section 251,14

f. Leasing Transport Facilities
(1). Background

588. Our Expanded Interconnection rules require LECsto provide collocation for the
purpose of dlowing collocators to terminate their own transmission facilities for specia access or
switched transport service.** We did not require that collocation be made available for other
purposes, for example, when the interconnecting party wished only to connect incumbent LEC
tranamisson facilities to collocated equipment. We sought comment in the NPRM on whether we
should modify the standards of the Expanded | nterconnection proceeding in light of the new statutory

1431 PacTel comments at 36.

1432 Special Access Order, 7 FCC Red at 7408;see also Remand Order 9 FCC Red at 187-88
1433 Seeinfra, Section VI.B.1.i.

1434 See infra, Section XI1.

1435 See Remand Order, 9 FCC Rcd at 5180-81, 5183 Special Access Order,7 FCC Rcd at 7403;Switched Transport
Order, 8 FCC Rcd at 7402.
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requirements and disputes that have arisen in the investigations regarding the incumbent LECs physica
and virtud collocation tariffs**

(2. Comments

589. MCI and others argue that collocators should not be prohibited from leasing transport
facilities from the incumbent L EC to connect equipment in the collocated space to any other point in the
incumbent LEC's network.**¥"  Pacific Telesis contends that L ECs should not be required to permit
collocation of equipment that will be connected to a LEC's tranamission facilities because such a policy
would result in exhaustion of central office space and is outside the purposes of the 1996 Act.***® Béll
Atlantic argues that permitting such interconnection is not advisable, because it would alow resdlersto
obtain lower-priced interconnection and access to unbundled eements without providing any facilities
of their own.***®

(3). Discussion

590. Although in Expanded Interconnection the Commission required that interested parties
interconnect collocated equipment with their own transmission facilities, ***° we conclude thet it would
be inconsgtent with the provisions of the 1996 Act to adopt that requirement under section 251.
Rather, we conclude that a competitive entrant should not be required to bring transmission facilitiesto
LEC premisesin which it seeks to collocate facilities. Entrants should instead be permitted to collocate
and connect equipment to unbundled network transmisson eements obtained from the incumbent LEC.

The purpose of the Expanded Inter connection requirement was to foster competition in the market
for interstate switched and specid access transmission facilities ™ The purposes of section 251 are
broader. Section 251(c)(3) requires that competitive entrants be given access to unbundled eements
and that they be permitted to combine such elements.****  Prohibiting competitors from connecting

1438 NPRM at para. 73.

M CI comments at 55; ACTA comments at 16; Telecommunications Resellers Assn comments at 47.
1438 pacTel comments at 39, reply at 14.

139 Bell Atlantic reply at 16.

1440 Special Access Order,7 FCC Rcd at 7403;Switched Transport Order,8 FCC Red at 7402.

1441 See Special Access Order,7 FCC Red at 7372 Switched Transport Order,8 FCC Red at 7377.

1442 47 J S.C. 251(0)(3).
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unbundled network elements to their collocated equipment would gppear contrary to the provisions of
section 251(c)(3).

591. Findly, wefind that Bell Atlantic's oppogtion to this requirement is without merit. Bell
Atlantic argues that collocators should be required to provide their own transmission facilities because
otherwise new entrants could compete without providing any of their own facilities. Section 251(c)(3)
specificaly states that unbundled elements are to be provided in a manner that alows requesting
carriers to combine elements in order to provide telecommunications service. As stated above,
requiring collocators to supply their own transmission facilities would amount to a prohibition on
connecting unbundled transmisson facilities to other unbundled dements connected to equipment in the
collocation space. Although such interconnection arrangements were not required by our Expanded
Inter connection requirements, we conclude that they are required by section 251 when collocated
equipment is used to achieve interconnection or access to unbundled network elements.

g. Co-Carrier Cross-Connect
(1). Background

592. In the most common collocation configuration under exigting requirements, the designated
physica collocation space of several competitive entrantsis located close together within the LEC
premises. Since carriers connect to the collocation space via high-capacity lines, different competitive
entrants seeking to interconnect with each other may find connecting between their respective
collocation spaces on the LEC premises the mogt efficient means of interconnecting with each other.
We sought comment in the NPRM on whether we should adopt any requirements in addition to those
adopted in the Expanded Interconnection proceeding in order to fulfill the mandate of the 1996
Act.*®

(2. Comments

593. Severd CAPsand IXCs argue that we should adopt as an additiona requirement that
interconnectors be alowed to connect directly to other collocators located at the collocation space. '+
Incumbent LECs generally object to such a configuration on the basis that such accessis not expresdy
required by the statute and that we therefore lack authority to impose such a requirement. **

1443 NPRM at para. 73.

1444 See, e.g., MCI comments at 55; MFS comments at 24; GGl comments at 10; Telecommunications Resellers Assn
comments at 47; Intermedia comments at 9.

1445 See, e.9., GTE reply at 15; Bell Atlantic reply at 15; PacTel reply at 14; Sprint reply at 23.
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(3). Discussion

594. We believe that it servesthe public interest and is consistent with the policy goals of
section 251 to require that incumbents permit two or more collocators to interconnect their networks at
the incumbent's premises. Parties opposed to this proposa have offered no legitimate objection to such
interconnection. Allowing incumbent LECs to prohibit collocating carriers from interconnecting their
collocated equipment would require them to interconnect collocated facilities by routing transmission
facilities outsde of the LECs premises. Wefind that such a policy would needlesdy burden collocating
cariers. To the extent equipment is collocated for the purposes expresdy permitted under section
251(c)(6), the statute does not bar us from requiring that incumbent LECs dlow connection of such
equipment to other collocating carriers located nearby. We find that requiring LECs to dlow such
interconnection of collocated equipment will foster competition by promoting efficient operation. Itis
aso unlikely to have a sgnificant effect on gpace availability. We find authority for such a requirement
in section 251(c)(6), which requires that collocation be provided on "terms and conditions that are just,
reasonable, and nondiscriminatory” and in section 4(i), which permits the Commission to "perform any
and al acts, make such rules and regulations, and issue such orders, not inconsstent with this Act, as
may be necessary in the execution of its functions." ' We therefore will require that incumbent LECs
alow collocating telecommunications carriers to connect collocated equipment to such equipment of
other carriers within the same LEC premises so long as the collocated equipment is used for
interconnection with the incumbent LEC or access to the LEC's unbundled network eements.

595. We dlarify that we here require incumbent LECs to provide the connection between the
equipment in the collocated spaces of two or more collocating telecommunications carriers unless they
permit the collocating parties to provide this connection for themsalves. We do not require incumbent
LECsto dlow placement of connecting transmission facilities owned by competitors within the
incumbent LEC premises anywhere outsde of the actua physica collocation space.

h. Security Arrangements
(1). Background

596. Under our Expanded Interconnection requirements, incumbent LECs typicdly require
that physicaly collocated equipment be placed inside a collocation cage within the incumbent LEC
facility. Such cages are intended to separate physicdly the competitors facilities from those of the
incumbent and to prevent access by unauthorized personne to any parties equipment. Such cages
frequently add congderably to the cost of establishing physica collocation at a particular LEC premises
and could condtitute a barrier to entry in certain circumstances.

1446 47 U S.C. § 154()).

289



Federd Communications Commisson 96-325

(2. Comments

597. Teleport arguesthat cage congtruction is one of the most expensgive items associated with
physcd collocation and that we should modify our Expanded Interconnection requirementsto dlow
new entrants to subcontract congtruction of their physical collocation security arrangements with
contractors approved by the incumbent LEC.*** ALTS and MCI argue that security measures should
only be provided a the request of the entrant and at the cost the entrant would have incurred if it
performed the construction itsalf.***® GVNW argues that incumbent LECs need to ensure that a
compstitor's personnd do not cause breaches of security and therefore should be subject to minimum
proficiency requirements.***

(3. Discussion

598. Based on the commentsin this proceeding and our previous experience with physical
collocation in the Expanded Inter connection docket, we will continue to permit LECsto require
reasonable security arrangements to separate an entrant's collocation space from the incumbent LEC's
facilities. The physical security arrangements around the collocation space protect both the LEC's and
competitor's equipment from interference by unauthorized parties. We rgject the suggestion of ALTS
and M CI that security measures be provided only at the request of the entrant since LECs have
legitimate security concerns about having competitors personnel on their premisesaswell. We
conclude that the physica separation provided by the collocation cage adequately addresses these
concerns. At the same time, we recognize that the construction costs of physica security arrangements
could serve as a sgnificant barrier to entry, particularly for smaller competitors. We aso conclude that
L ECs have both an incentive and the capability to impose higher congtruction costs than the new entrant
might need to incur. We therefore conclude that collocating parties should have the right to subcontract
the congtruction of the physical collocation arrangements with contractors approved by the incumbent
LEC. Incumbent LECs shdl not unreasonably withhold such approva of contractors. Approva by
incumbent LECs of such contractors should be based on the same criteria as such LECs use for
approving contractors for their own purposes. We decline, however, to require that competitive
entrants personnd be subject to minimum training and proficiency requirements as suggested by
GVNW. Wefind that such concerns are better resolved through negotiation and arbitration.

Teleport comments at 32.
1448 ALTS comments at 23; M Cl comments at 58¢ontra PacTel reply at 15.

1449 GVNW comments at 10;accord Rural Tel. Coalition comments at 31.
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i Allowing Virtual Collocation in Lieu of Physical
(1). Background

599. Section 251(c)(6) requires that incumbent LECs provide physica collocation unless the
carrier "demondrates to the state commission that physical collocation is not practical for technical
reasons or because of space limitations.. . . ."** Inthe NPRM, we sought comment on whether the
Commission should establish guidelines for states to gpply when determining whether physica
collocation is not practica for "technical reasons or because of space limitations."

(2. Comments

600. Pacific Telessarguesthat nationd standards to determine whether physical collocation is
not practica at a gpecific LEC location are unnecessary. It further argues that "reduced reliability or
other harm to the network™ should be consdered a technica reason that judtifies refusa to alow
physica collocation.**? |XCsand CAPs assart that the burden of showing that physica collocation is
not practical should fal on the incumbent LEC.**** AT&T contends that an incumbent LEC should be
required to show that thereis no practical way of providing additional space before it is rlieved of its
obligation to provide physica collocation. If physica collocation is genuinely not practica, then AT& T
argues that the incumbent should provide trunking at no cost to dlow the entrant to interconnect.**>*
Time Warner asserts that, where physica collocation is not possible in aLEC centrd office, LECs
should supply a subdtitute at cost.**> State commissions that comment on this issue generaly oppose
grict nationa rules and argue that, to the extent such rules are adopted, they should alow the states
maximum flexibility.***°

1499 47 U.S.C.§ 251(c)(6).

1“5 NPRM para. 72.

1452 PacTel comments at 39.

14%% See, e.g., Hyperion comments at 14; ACSI comments at 16; AT& T comments at 41.
1454 AT& T comments at 41-42.

%5 Time Warner comments at 36, 40.

1456 See, e.g., Texas Commission comments at 14; Pennsylvania Commission comments at 22; Oregon Commission
comments at 23.
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601. TimeWarner dso asserts that the FCC should require LECsto offer a$1 sde and
repurchase option for virtualy collocated equipment.***” The Independent Cable and
Telecommunications Association argues that incumbent LECs should be required to provide virtua
collocation that is equd in dl functional aspects to physica collocation in order to avoid prejudicing
smal entities that may not have sufficient market share to justify a physica collocation arrangement. ™

(3). Discussion

602. Section 251(c)(6) clearly contemplates the provision of virtua collocation when physica
collocation is not practical for technical reasons or because of space limitations.*** Section 251(c)(6)
requires the incumbent LEC to demondrate to the state commission's satisfaction that there are space
limitations on the LEC premises or that technica congderations make collocation impractical. Because
the gpace limitations and technical practicdity issues will vary condderably depending on the location at
which competitor equipment is to be collocated, we find that these issues are best handled on a case-
by-case basis, as they were under our Expanded | nterconnection requirements.** In light of our
experience in the Expanded Interconnection proceeding, we require that incumbent L ECs provide the
date commission with detalled floor plans or diagrams of any premises where the incumbent aleges that
there are space condraints. Submisson of floor plans will enable state commissonsto evaluate
whether arefusal to dlow physical collocation on the grounds of space condraintsis judtified. We aso
find that the gpproach detailled by AT& T inits July 12 Ex Parte submisson to be useful and believe
that state commissons may find it a valuable guide.****

603. Although section 251(c)(6) provides that incumbent LECs are not required to provide
physica collocation where impractical for technica reasons or because of space limitations, our
experience in the Expanded Inter connection proceeding has not demonstrated that technica reasons,
gpart from those related to space availahility, are a Sgnificant impediment to physica collocation. We
therefore decline to adopt any rules for determining when physica collocation should be deemed
impractical for technical reasons.

57 Time Warner comments at 38.

1458 |CTA reply at 13.

145947 U.S.C § 251(c)(6).

1460 See Special Access Order, 7 FCC Red 7407.

18t AT& T describes a detailed proposed showing that would be required of an incumbent LEC that claims physical
collocation is not practical because of space exhaustion. The proposed showing would require the specific
identification of the space on incumbent LEC premises that is used for various purposes, as well as specific plans for
rearrangement/expansion and identification of steps taken to avoid exhaustion. AT&Jly 12, 1996Ex Parte
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604. Incumbent LECs are allowed to retain alimited amount of floor space for defined future
uses. Allowing competitive entrants to claim space that incumbent L ECs had specificaly planned to use
could prevent incumbent LECs from serving their customers effectively.*** Incumbent LECs may nat,
however, reserve space for future use on terms more favorable than those that apply to other
telecommunications carriers seeking to hold collocation space for their own future use. '

605. We decline to adopt AT& T's suggestion that incumbent L ECs should be required to
lease additiond space or provide trunking at no cost where they have insufficient space for physica
collocation.**®* In light of the availability of subdtitute virtua collocation arrangements, we find thet
requiring the type of "subgtitute” for physica collocation as advocated by AT& T is unnecessary. We
amilarly rgect Time Warner's suggestion that incumbent LECs supply a"subdtitute” for physica
collocation at cost, except to the extent we require virtual collocation. On the other hand, we will
require incumbent LECs with limited space availahility to take into account the demands of
interconnectors when planning renovations and leasing or congtructing new premises, aswe have in the
Expanded Interconnection proceeding.**®®

606. Incumbent LECs are not required to provide collocation at locations where it is not
technically feasible to provide virtud collocation. Although space condraints are a concern normally
associated with physical collocation, given our broad reading of the term "premises” *%° we find that
gpace condraints could preclude virtua collocation at certain LEC premisesaswel. State
commissions will decide whether virtud collocation is technicdly feasible a a given point. We do,
however, require that incumbent LECs relinquish any space held for future use before denying virtua
collocation due to alack of gpace unless the incumbent can prove to a state commission that virtua
collocation at that point is not technically feasible. Moreover, when virtua collocation is not feasible,
we require that incumbent LECs provide other forms of interconnection and access to unbundled
network elements to the extent technicaly feasible.**’

%2 Special Access Order,7 FCC Red at 7409.

14%% See supra, Section VI.B.1.e

1% See AT& T comments at 41-42.

1465 See Special Access Order,7 FCC Rcd at 7408.
14%6 See supra, Section VI.B.1.c

1467 See supra, Section VILA.
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607. Findly, we decline to require that incumbent L ECs provide virtua collocation thet is equa
in al functiona aspectsto physica collocation. Our Expanded Interconnection rules required a
variety of standards for the virtua collocation and have been largely successful. In addition, Congress
was aware of the differences between virtua and physica collocation when it adopted section
251(c)(6), and this section does not specify any requirements for virtua collocation.™*® As discussed
above, we adopt the Expanded I nter connection requirements for virtua collocation under section
251.%% Wefind, however, that a standard Smply requiring equdity in al functiona aspects could be
difficult to adminigtrate and could lead to substantid digoutes. We dso decline to adopt the suggestion
that we require LECs to offer virtua collocation under the "$1 sde and repurchase option." *° We do
not find evidence that such a specific requirement is necessary a thistime. We reserve theright to
revist these issuesin the future, however, if we perceive that smaller entities would be disadvantaged by
our exising standards.

2. L egal Issues
a. Relationship between Expanded I nterconnection Tariffsand
Section 251

(1). Background

608. The enactment of sections 251 and 252 raises the question of whether, and to what
extent, the interconnection, access to unbundled network element, and collocation requirements set
forth in those sections, and the delegation of specific rate-setting authority to the states under section
252(d)(1), as amatter of law supplant our section 201 Expanded Interconnection requirements. We
tentatively concluded in the NPRM that our existing Expanded Interconnection policies for intersate
specia access and switched trangport should continue to apply. ™"

(2. Comments

609. Although commenting parties have not addressed this question directly, some commenters
appear to assume that LECs will be required to continue to tariff their collocation offerings with the

14%% See Remand Order, 9 FCC Rcdat 5166-69.
1469 See supra, Section VI.B.1.a

“7° This configuration is described as involving "the acquisition by the interconnectors of the equipment to be
dedicated for interconnectors' use on the LEC premises and the sale of that equipment to the LECsfor anominal $1
sum while maintaining a repurchase option.” Time Warner comments at 42.

4L NPRM at para. 73.
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FCC, as currently required under Expanded Interconnection.*? Other parties appear to assume that
requirements to file federa tariffs are inconsstent with, and superseded by, the negotiation and
arbitration provisonsin section 252.

(3). Discussion

610. Our Expanded Interconnection rules require the largest incumbent LECs to file tariffs
with the Commission to offer collocation to parties that wish to terminate interstate specia access and
switched trangport transmission facilities. Section 252 of the 1996 Act, on the other hand, provides for
interconnection arrangements rather than tariffs, for review and approva of such agreements by dtate
commissions rather than the FCC, and for public filing of such agreements. Section 252 procedures,
however, apply only to "request[s] for interconnection, services, or network elements pursuant to
section 251."*”  Such procedures do not, by their terms, apply to requests for service under section
201. Moreover, section 251(i) expressly provides that "[n]othing in this section shall be construed to
limit or otherwise affect the Commission's authority under section 201, *4™ which provided the statutory
basis for our Expanded Interconnection rules. Thus, we find that the 1996 Act, as a matter of law,
does not displace our Expanded Interconnection requirements, and, in fact, grants discretion to the
FCC to preserve our exiging rules and tariffing requirements to the extent they are consstent with the
Communications Act.

611. We further conclude that it would make little sense to find that sections 251 and 252
supersede our Expanded I nterconnection rules, because the two sets of requirements are not
coextensve. For example, our Expanded Inter connection rules encompass collocation for interstate
purposes for al parties, including non-carrier end users, that seek to terminate transmission facilities a
LEC centrd offices™™ In comparison, section 251 requires collocation only for "any requesting
telecommunications carrier." " Certain competing carriers -- and non-carrier customers not covered
by section 251 -- may prefer to take interstate expanded interconnection service under general
interstate tariff schedules. We find that it would be unnecessarily disruptive to diminate that possibility
at thistime. We aso conclude that permitting requesting carriers to seek interconnection pursuant to
our Expanded Interconnection rules as well as section 251 is congstent with the god's of the 1996

1472 See, e.g., MFS comments at 32; M CI comments at 58.
147347 U.S.C § 252(8)(1) (emphasis added).

1474 Section 201 authorizes the Commission "to establish physical connections with other carriers..." 47 U.S.C. §
201.

1475 Special Access Order, 7 FCC Rcd at 7403.

1476 Spe 47 U.S.C. § 251(c)(2) and (3).
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Act to permit competitive entry through a variety of entry drategies. Thus, arequesting carrier would
have the choice of negotiating an interconnection agreement pursuant to sections 251 and 252 or of
taking tariffed interstate service under our Expanded Interconnection rules.

612. Findly, we expect that, over time, sections 251 and 252 and our implementing rules may
replace our Expanded Interconnection rules as the primary regulations governing interconnection for
carriers. We note that section 251 is broader than our Expanded Interconnection requirementsin
certain respects. For example, section 251 requires incumbent LECs to offer collocation for purposes
of accessng unbundled network e ements, whereas our Expanded Inter connection rules require
collocation only for the provision of interstate specia access and switched transport. ™’ In addition,
section 251(c)(6) requires incumbents to offer physica collocation subject to certain exceptions,
whereas our existing Expanded I nterconnection rules only require carriers to offer virtua collocation,
athough they may choose to offer physica collocation under Title |1 regulation in lieu of virtua
collocation. In the future, we may review the need for a separate set of Expanded Interconnection
requirements and revise our requirementsif necessary. We believe that this approach is consstent with
Congress determination that the need for federd regulations will likely decrease as the provisons of the
1996 Act take effect and competition developsin the local exchange and exchange access markets. '

b. Takings Issues
(1). Background

613. In Bell Atlantic v. FCC, the U.S. Court of Appealsfor the D.C. Circuit found that the
Commission lacked authority under the Communications Act to impose physca collocation on the
LECs The court found that this requirement implicated the Fifth Amendment takings clause. ' On
remand, the Commission required LECs to provide virtud collocation. In Pacific Bell v. FCC,**®
severa LECs chdlenged the Commission's virtud collocation rules on essentialy identical grounds,
claming that the virtud collocation rules dso condtituted an unauthorized taking. The court did not
reach the merits of these clams. Ingtead, addressing the scope of section 251 immediately following
enactment and before the FCC had yet exercised its interpretive authority with repect to the provision,

1477 See Special Access Order,7 FCC Red 7369;Switched Transport Order 8 FCC Red 7372.

1478 See, e.g., 47 U.S.C. § 161 (requiring the Commission to "review all regulations. . . in effect at the time of the review
that apply to the operations or activities of any provider of telecommunications service.").

1479 See Bell Atlanticv. FCC, 24 F.3d 1441 (D.C. Cir. 1994).

148081 F.3d 1147 (D.C. Cir. 1996).
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the court stated that regulations enacted to implement the 1996 Act would render moot questions
regarding the future effect of the virtua collocation order under review. The court did not vacate the
order, but remanded to the Commission the issues presented in that case. ™

(2. Comments

614. U SWes and BdlSouth argue that virtuad collocation is ataking and that the Commission
lacks authority under section 201 to require virtua collocation under its Expanded Interconnection
rules? U SWest dso argues that the Commission lacks authority to require virtua collocation under
section 251.%  Some incumbent LECs and the Florida Commission aso argue that physica
collocation amounts to ataking in violation of the Fifth Amendment.**®* In opposition, severa
competitive carriers argue that rates that recover incrementa costs of collocation will satisfy
congtitutiona "just compensation concerns.”" 4%

(3). Discussion

615. We conclude that the ruling in Bell Atlantic does not preclude the rules we are adopting
in this proceeding. The court in Bell Atlantic did not hold that an agency may never "take' property;
the court acknowledged that, as a conditutional matter, takings are unlawful only if they are not
accompanied by "just compensation."**®*  Ingtead, the court Smply said that the Communications Act
of 1934 should not be construed to permit the FCC to take LEC property without express
authorization. Because the court concluded that mandatory physical collocation would likely congtitute
ataking,"® and that section 201 of the Act did not expresdy authorize physica collocation, the court

1481 Id
1482 |J S West comments at 29-30; BellSouth comments at 25.
1483 Y SWest comments at 30.

1484 ALL TEL comments at 9; GTE comments at 66-68; US West comments at 29-3jorida Commission comments at
15 (readoption of old physical collocation rules would be invalidated as a taking but should be readopted as model
rules for the states to adopt if they chose).

1485 MFSreply at 23; ACSI reply at 8-9; GST reply 14; ALTSreply at 8-11.
1486 Bell Atlantic 24 F.3d at 1445.

1487 The Commission maintains the position that mandatory physical collocation should not properly be seen to
create atakings issue.See Remand Order, 9 FCC Rcd at 51609.
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held that the Commission was without authority under section 201 to impose physica collocation
requirements on LECs.**%®

616. The question of gatutory authority to impose (physica or virtud) collocation obligations
on incumbent LECs largely evaporates in the context of the 1996 Act. New section 251(c)(6)
expressly requiresincumbent LECsto provide physical collocation, absent space or technica
limitations. Where such limitations exigt, the statute expressly requires virtua collocation. Thus, under
the court'sandyssin Bell Atlantic, thereis no warrant for a narrowing construction of section 251 that
would deny us the authority to require either form of collocation. Moreover, for the reasons dtated in
the Virtual Collocation Order,*** we continue to believe that virtua collocation, as we have defined
it, is not ataking, and that our authority to order such collocation (under either section 251 or section
201) is not subject to the grict congtruction canon announced in Bell Atlantic.

617. Given that we now have express satutory authority to order physical and virtud
collocation pursuant to section 251, any remaining takings-related issue necessarily is limited to the
question of just compensation.  Asdiscussed in Section V11.B.2.a(3).(c), below, we find that the
ratemaking methodology we are adopting to implement the collocation obligations under section 251(c)
is conggtent with congressond intent and fully satisfies the just compensation standard. Thereis,
therefore, no merit to the LECs Fifth Amendment-based clams,

1488 See Bell Atlantic 24 F.3d at 1447 ("we hold that the Act does not expressly authorize an order of physical co-
location and thus the Commission may not impose it.").

148 See 9 FCC Rced at 5161-66.
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VIl. PRICING OF INTERCONNECTION AND UNBUNDLED ELEMENTS
A. Overview

618. The prices of interconnection and unbundled eements, along with prices of resdle and
transport and termination, are critica terms and conditions of any interconnection agreement. If carriers
can agree on such prices voluntarily without government intervention, these agreements will be
submitted directly to the states for approva under section 252. To the extent that the carriers, in
voluntary negotiations, cannot determine the prices, state commissions will have to set those prices.

The price levels set by state commissons will determine whether the 1996 Act isimplemented in a
manner tha is pro-competitor and favors one party (whether favoring incumbents or entrants) or, as
we believe Congressintended, pro-competition. Asdiscussed more fully in Section 11.D. above, it is
therefore critical to implementing Congresss pro-competitive, de-regulatory nationd policy framework
to establish among the states a common, pro-competition understanding of the pricing standards for
interconnection and unbundled dements, resde, and trangport and termination. While such acommon
interpretation might eventualy emerge through judicid review of Sate arbitration decisons, we believe
that such a process could delay competition for years and require carriers to incur substantial legal
costs.®  We therefore conclude that, to expedite the development of fair and efficient competition, we
must set forth rules now establishing this common, pro-competition understanding of the 1996 Act's
pricing standards. Accordingly, the rules we adopt today set forth the methodologica principles for
dates to use in setting prices. This section addresses interconnection and unbundled €lements, and
subsequent sections address resale and transport and termination, respectively.

619. While every state should, to the maximum extent feasible, immediately apply the pricing
methodology for interconnection and unbundled elements that we st forth below, we recognize that not
every date will have the resources to implement this pricing methodology immediately in the arbitrations
that will need to be decided thisfdl. Therefore, so that competition is not impaired in the interim, we
edtablish default proxies that a state commission shal use to resolve arbitrationsin the period before it
gpplies the pricing methodology. In most cases, these default proxies for unbundled elements and
interconnection are cellings, and states may saect lower prices. In one ingtance, the default proxy we
establish isapricerange. Once a state sets prices according to an economic cost study conducted
pursuant to the cost-based pricing methodology we outline, the defaults cease to gpply. In setting a
rate pursuant to the cost-based pricing methodology, and especidly when setting arate above a default
proxy ceiling or outsde the default proxy range, the sate must give full and fair effect to the economic
costing methodology we st forth in this Order and must create a factud record, including the cost
study, sufficient for purposes of review after notice and opportunity for the affected parties to

participate.

1490 For adiscussion of our legal authority to adopt national pricing rulesee supra, Section 11.D.
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620. In the following sections, we first set forth generaly, based on the current record, a cost-
based pricing methodology based on forward-looking economic costs, which we conclude isthe
gpproach for setting prices that best furthers the gods of the 1996 Act. In dynamic competitive
markets, firms take action based not on embedded costs, but on the relationship between market-
determined prices and forward-looking economic costs. If market prices exceed forward-looking
economic costs, new competitors will enter the market. If their forward-looking economic costs
exceed market prices, new competitors will not enter the market and existing competitors may decide
to leave. Pricesfor unbundlied eements under section 251 must be based on cost under the law, and
that should be read as requiring that prices be based on forward-looking economic costs. New
entrants should make their decisions whether to purchase unbundled eements or to build their own
facilities based on the relative economic costs of these options. By contrast, because the cost of
building an eement is based on forward-looking economic cogts, new entrants investment decisons
would be digtorted if the price of unbundled € ements were based on embedded codts. In arbitrations
of interconnection arrangements, or in rulemakings the results of which will be gpplied in arbitrations,
states must set prices for interconnection and unbundled network elements based on the forward-
looking, long-run, incremental cost methodology we describe below. Using this methodology, states
may not set prices lower than the forward-looking incrementa costs directly attributable to provision of
agiven dement. They may set pricesto permit recovery of areasonable share of forward-looking joint
and common codts of network elements.***  In the aftermath of the arbitrations and relying on the State
experience, we will continue to review this costing methodology, and issue additiona guidance as

necessary.

621. We rgect various arguments raised by parties regarding the recovery of costs other than
forward-looking economic cogts in section 251(c)(2) and (c)(3) prices, including the possible recovery
of: (1) embedded or accounting costs in excess of economic costs; (2) incumbent LECS opportunity
codts, (3) universal service subsidies, and (4) access charges. Asdiscussed in Section VII.B.2.a
below, certain portions of access charges may continue to be collected for an interim period in addition
to section 251(c)(3) prices.

622. With respect to prices developed under the forward-looking, cost-based pricing
methodology, we conclude that incumbent L EECs rates for interconnection and unbundled eements
must recover costs in amanner that reflects the way they areincurred. We adopt certain rules that
dtates must follow in setting rates in arbitrations. These rules are designed to ensure the efficient cost-
based rates required by the 1996 Act.

1491 \We define these and other forward-looking cost conceptiifra, Section V11.B.2.a. We define what we consider
to be areasonable share of forward-looking joint and common cosisfra, Section VII.B.2.a.
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623. In the next section of the Order, we establish default proxies that States may elect to use
prior to utilizing an economic study and developing prices usng the cost-based pricing methodology.
We recognize that certain states may find it difficult to gpply an economic costing methodology within
the statutory time frame for arbitrating interconnection disputes. We therefore set forth default proxies
that will be relaively easy to gpply on an interim basis to interconnection arrangements. We discuss
with respect to particular unbundled elements the reasonable rate structure for those elements and the
particular default proxies we are establishing for use pending our adoption of a generic forward-looking
cost modd. Findly, we discuss the following additiond maiters: generic forward-looking cogting
models that we intend to examine further by the first quarter of 1997 in order to determine whether any
of those models, with modifications, could serve as better default proxies; the future adjustment of rates;
the relationship of unbundled element pricesto retail prices, and the meaning of the statutory prohibition
againg discrimination in sections 251 and 252.

624. Those states that have aready established methodologies for setting interconnection and
unbundled rates must review those methodologies againgt the rules we are adopting in this Order. To
the extent a state's methodology is consstent with the approach we set forth herein, the state may apply
that methodology in any section 252 arbitration. However, if a sate's methodology is not consstent
with the rules we adopt today, the state must modify its approach. We invite any state uncertain about
whether its approach complies with this Order to seek a declaratory ruling from the Commission.

B. Cost-Based Pricing M ethodology

625. Asdiscussed morefully in Section 11.D. above, dthough the Sates have the crucid role of
Setting specific rates in arbitrations, the Commisson must establish a set of nationd pricing principlesin
order to implement Congresss national policy framework. For the reasons st forth in the preceding
section and as more fully explained below, we are adopting a cost-based methodology for Satesto
follow in setting interconnection and unbundled element rates. In setting forth the cost-based pricing
methodology for interconnection and access to unbundled ements, there are three basic sets of
guestions that must be addressed. First, does the 1996 Act require that the same standard apply to the
pricing of interconnection provided pursuant to section 251(c)(2), and unbundled eements provided
pursuant to section 251(c)(3)? Second, what is the appropriate methodology for establishing the price
levels for interconnection and for each unbundled element, how should costs be defined, and isthe
price based on economic costs, embedded costs, or other costs? Third, what are the appropriate rate
structures to be used to set prices designed to recover costs, including a reasonable profit? We address
each of these quedtions in the following sections.
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1. Application of the Statutory Pricing Standard
a. Background

626. Inthe NPRM, we proposed that any pricing principles we adopt should be the same for
interconnection and unbundled network eements because sections 251(c)(2) and (c)(3) and 252(d)(1)
use the same pricing standard.**** We invited parties to comment on this issue and to justify any
proposed distinction in the priority for interconnection and unbundled network dements. We dso
dtated our belief that the same pricing rules that gpply to interconnection and unbundled network
elements should aso apply to collocation under section 251(c)(6) of the 1996 Act.

b. Comments

627. Commenters generdly agree that any pricing rules adopted by the Commission for
interconnection and unbundled eements should be the same**® These parties assert that any pricing
rules the Commission ultimately adopts should not, therefore, create incentives to subdtitute or arbitrage
onetype of classfication for another. Commenters aso generally agree that the pricing rules the
Commission adopts for interconnection and unbundled eements should dso apply to collocation. ™
Many of these parties agree that collocation is a subset of the interconnection arrangements
contemplated by sections 251(c)(2) and 252(d)(1).** On the other hand, afew parties contend that
the pricing standards contained in section 252(d)(1) for interconnection and unbundled eements do not
apply to collocation provided under section 251(c)(6).1* BelSouth argues that the Commission
should not adopt any nationd standards for virtua collocation.**” Other commenters, including some
that oppose the establishment of pricing rules by the Commission, argue that, to the extent that the

1492 NPRM at para. 122.

1493 See, e.g., Citizens Utilities comments at 16 n.14; Ohio Commission comments at 42; Teleport comments at 46.
1494 E g., ACSI comments at 16; ALTS comments at 34-35; Citizens Utilities comments at 16 n.14; Colorado
Commission comments at 34; MCl comments at 54, 61; MFS comments at 30; NEXTLINK comments at 26; PacTel

comments at 63; Sprint comments at 42; Teleport comments at 46.

1% See, e.g., Citizens Utilities comments at 16 n.14; Colorado Commission comments at 34; MFS comments at 30;
NEXTLINK comments at 26.

149 Seg, e.g., SNET comments at 24 n.44.

1497 Bel| South comments at 23.
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Commission adopts nationa standards for collocation, they should generdly follow those established in
the Commission's Expanded I nterconnection proceeding in CC Docket No. 91-141.%%

C. Discussion

628. Sections 251(c)(2) and (c)(3) impose an identica duty on incumbent LECsto provide
interconnection and access to network elements "on rates, terms, and conditions that are just,
reasonable, and nondiscriminatory.”*** In addition, both interconnection and unbundled network
elements are made subject to the same pricing Sandard in section 252(d)(1). Based on the plain
language of sections 251(¢)(2), (c)(3), and section 252(d)(1), we conclude that Congress intended to
apply the same pricing rules to interconnection and unbundled network eements. The pricing ruleswe
adopt shall, therefore, apply to both.

629. We further conclude that, because section 251(c)(6) requires that incumbent LECs
provide physical collocation on "rates, terms, and conditions that are just, reasonable, and
nondiscriminatory,” which isidentica to the sandard for interconnection and unbundled dementsin
sections 251(c)(2) and (c)(3), collocation should be subject to the same pricing rules. ™ We dso note
that, because collocation is a method of obtaining interconnection and access to unbundled network
elements, collocation is properly trested under the same pricing rules. Thislegd conclusion that there
should be asingle set of pricing rules for interconnection, unbundled network eements, and collocation
provides greater consistency and guidance to the industry, regulators, and the courts. Moreover, it
reduces the regulatory burdens on state commissions of developing and applying different pricing rules
for collocation, interconnection, and unbundled network eements. We note that our adoption of this
gangle set of pricing rules should minimize regulatory burdens, conflicts, and uncertainties associated with
multiple, and possibly inconsstent rules, thus facilitating competition on a reasonable and efficient basis
minimizing the economic impact of our rules for dl parties, induding smal entities and smal incumbent
L ECSlSOl

4% See, e.g., Bell Atlantic comments at 32-34.
1499 47 U.S.C. § 251(0)(2), (©)(3).
1500 See supra, Section V1.B.

1501 See Regulatory Flexibility Act, 5 U.S.C. 88 60t seq.
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2. Rate L evels
a. Pricing Based on Economic Cost
@ Background

630. We observed in the NPRM that economists generally agree that prices based on
forward-looking long-run incrementa costs (LRIC) give gppropriate Sgnas to producers and
consumers and ensure efficient entry and utilization of the tdlecommunications infrastructure.** We
noted, however, that there was alack of general agreement on the specifics of methodology for deriving
prices based on LRIC or tota service long-run incrementa cost (TSLRIC). Weinvited partiesto
comment on whether we should require the Sates to employ a L RIC-based pricing methodology and to
explain with specificity the costing methodology they support.*** We recognized, however, that prices
based on LRIC might not permit recovery of forward-looking costs if there were sgnificant forward-
looking joint and common costs among network dements.™** We sought comment on how, if rates are
st above incrementa cog, to ded with the problems inherent in alocating common costs and any other
overheads™ We obsarved that, by defining the unbundled elements at a sufficiently aggregated levd,
it may be possible to reduce the costs to be dlocated asjoint and common by identifying a substantia
portion of cogts asincrementd to a particular lement. To the extent that joint and common costs
cannot be entirely eliminated, we sought comment on various methodologies for assgning them,
including the use of afixed dlocator or on the basis of inverse demand dadticity. We aso sought
comment on whether, regardiess of the method of dlocating common cogts, we should limit rates to
levels that do not exceed stand-alone costs.™®® Findly, we invited parties to comment on whether a
L RIC-based methodology would establish a price for interconnection and unbundled network elements
that includes a reasonable profit and thus complies with section 252(d)(1).

2 NPRM at para. 124.

%3, at para. 126.

0% 1d. at para. 129.

1505 1d. at para. 130.

1508 1d. For adefinition of stand-alone costssee Section V1I.B.2.a.infra.

1507 47 U.S.C. § 252(dl)(1)(A)()NPRM at para. 129.
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631. A number of Sates dready employ, or have plansto utilize, some form of LRIC or
TSLRIC methodology in their approach to setting prices for unbundled network eements,™® with
severad states choosing LRIC or TSLRIC as aprice floor.™® For instance, the Connecticut
Commission adopted a TSLRIC methodology to measure the cost of service of SNET, its principa
incumbent LEC > Arizona also requires incumbent LECs to conduct TSLRIC cost studies to
establish the underlying cost of unbundled services and facilities. ™™ The Ohio Commission has
adopted Long Run Service Incremental Cost ("LRSIC"), which is closdly related to TSLRIC.***2 The
Missouri and Wyoming Commissions are among a number of state commissions that have not yet
adopted a pricing methodology, but are considering LRIC or TSLRIC.*** Oklahoma law provides for
submission of LRIC cost sudies and studies identifying a contribution to common costs for
interconnection of facilities and access to network eements to the Oklahoma Commission during an
arbitration.™* A number of states have yet to choose a pricing methodology. For instance, the New

1508 See, e.g., California Commission comments at 29 (California has adopted TSLRIC as the standard for developing
the costs of unbundled elements and in arulemaking this summer will determine the unbundled network elements
and what level of shared and common costs should be included in the price of each); Michigan Commission
comments at 13 (1996 prices for loopsto remain at levels established by the Michigan Commission in itsoriginal
interconnection order or at TSLRIC); Texas Commission comments at 22 (Texas Commission has employed LRIC-
based pricing methodologies for many years; SWBT and GTE required to file LRIC cost studies to be used in pricing
not later than November 1, 1996).

%% See, e.g., Colorado Commission comments at Attachment (Rules Prescribing Principles for Costing and Pricing of
Regulated Services of Telecommunications Service Providers) 4 CCR 723-30, Rules 4-5; Hawaii Administrative Rules,
Sections 6-80-32-34 (setting out athree-tiered pricing regime with TSLRIC set asfloor for pricing of competitive
services); Louisiana Commission comments at Attachment (L ouisiana Public Service Commission "Regulations for
Competition in the Local Telecommunications Market"), p.30; Washington Commission comments at 25, Appendix B
(Washington Utilities and Transportation Commission v. U SWest CommunicationpBocket No. UT-950200 at 82
(Washington Commission, April 11, 1996)); Wisconsin Stat. Ann. section 196.204 (requiring the price of each
network service or function to exceed TSLRIC).

1510 Connecticut Commission comments at 4.

1511 Arizona Commission commentsExhibit V (Arizona Administrative Code R14-2-110#t seq.), p.10.

1512 See Ohio Commission comments at 43-45.

1513 See, e.¢., Missouri Commission comments at 11 (supports LRIC for costing; LRIC isdefined in pending state
legislation); Wyoming Commission comments at 26-27 (draft rules propose use of TSLRIC as a price floor, with
prices to include a contribution to shared, common, and joint costs, and the sum of prices for unbundled elements
not to exceed retail for bundled services; incumbent L ECs shall impute the prices of unbundled elementsinto the

price floors of each of their own servicesthat utilize the network elements).

1514 Oklahoma Commission comments at Appendix A (Corporation Commission Telephone Rules OAC 165:55-17-25),
pp.10-11.
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Y ork Commission sets prices on a case-by-case basis.®*™ Unbundled eement prices dso exist in
severd dates pursuant to negotiated interconnection agreements that have either aready been
approved by state commissions or are under consideration. >

632. Section 252(d)(1) requires, inter alia, that rates for interconnection and unbundled
network elements be based on "cost (determined without reference to a rate-of-return or other rate-
based proceeding)."***” We tentatively concluded in the NPRM that this language precludes states
from setting rates by use of traditiona cost-of service regulation, with its detailed examination of
historica carrier investment and expenses.™**®  Instead, we indicated our belief that the statute
contemplates the use of other forms of cost-based price regulation, such as the setting of prices based
on forward-looking economic cost methodologies (such as LRIC) that do not involve the use of an
embedded rate base. We sought comment on whether section 252(d)(1) forecloses consideration of
historica or embedded cogts or merely prohibits state commissions from conducting a traditional rate-
of-return proceeding to establish prices for interconnection and unbundled network elements.
Embedded costs are the codts that the incumbent LECs carry on their accounting books that reflect
historical purchase prices, regulatory depreciation rates, system configurations, and operating
procedures. We invited parties to comment on whether incumbent L ECs should be permitted to
recover some portion of their historical or embedded costs over TSLRIC.*%

633. In the NPRM, we noted that certain incumbent LECs had advocated that interconnection
and access to unbundled element prices be based on the "efficient component pricing rule’ (ECPR).*®

*1% Competition, The State Experienceat 80 (compilation of written responses by state commission staffs to
questions by FCC staff, compiled by NARUC) (March 8, 1996).

1518 A ccording to information in our possession, such agreements have been negotiated in, among other states,
Alabama, Florida, Georgia, Kentucky, Illinois, Louisiana, Mississippi, North Carolina, South Carolina, and
Tennessee. Letterfrom W.W. Jordan, Executive Director -- Federal Regulatory, BellSouth, to William F. Caton,
Acting Secretary, July 11, 1996 at Attachment (containing chart detailing agreements between Bell South and new
entrantsin Alabama, Florida, Georgia, Kentucky, Louisiana, Mississippi, North Carolina, South Carolina, and
Tennessee); " Interconnection Agreement Under Sections 251 and 252 of the telecommunications Act of 1996, by
and between, Ameritech Information Industry Services and MFS Intelenet of Illinois, Inc.,” dated May 17, 1996 (filed
July 25, 1996).

51747 U.S.C. § 252(d)(1)(B).

¥ NPRM at para. 123.

¥, at para. 129.

1320 |d. at para. 147. See William J. Baumol,Some Subtle I ssues in Railroad Deregulation10 Int'l J. Trans. Econ. 341

(1983); William Baumol & Gregory SidakToward Competition in Local Telephony1994); William Baumol &
Gregory Sidak, The Pricing of Inputs Sold to Competitorsll Yale J. on Reg. 171 (1994).
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Under this gpproach, an incumbent LEC that sdlls an essentia input element, such asinterconnection, to
acompeting network would set the price of that input element equal to "the input's direct per-unit
incrementa costs plus the opportunity cost to the input supplier of the sde of a unit of input." **** We
tentatively concluded in the NPRM that ECPR or equivalent methodologies are inconsstent with the
section 252(d)(1) requirement that rates be based on "cost,” and we proposed to preclude the states
from using this methodology.*>*

634. Section 254 requires the Commission and the Joint Board established thereunder to
ensure that "[d]ll providers of telecommunications service . . . make an equitable and nondiscriminatory
contribution to the preservation and advancement of universal service. .. ." That section further
provides that "[t]here should be specific, predictable, and sufficient Federd and State mechanismsto
preserve and advance universd service"*** The Conference Committee also explained that these
provisons require any such universa service support payment to be, to the extent possible, "explicit,
rather than implicit as many support mechanisms are today."*** In the NPRM, we sought comment on
whether "it would be consstent with sections 251(d)(1) and 254 for gates to include any universal
sarvice codts or subsidies in the rates they set for interconnection, collocation, and unbundled network
dements"™** |n particular, we discussed the "play or pay" system adopted by the state of New Y ork
in which interconnectors that agree to serve dl cusomersin their self-defined service areas ("players’)
potentidly pay a substantialy lower interconnection rate than those that serve only selected customers
("payers’) and are, therefore, liable to pay additiona contribution charges.™* We noted that the
gatutory schedule for the completion of the universal service reform proceeding (15 months from the
enactment of the 1996 Act) is different from that for this proceeding (6 months from the date of
enactment of the 1996 Act). We asked whether the ability of Statesto take universal service support
into account differs pending completion of the section 254 Joint Board proceeding or state universal

1521 William Baumol & Gregory SidakThe Price of Inputs Sold to Competitorsll YaeJ. on Reg. 171, 178.

1522 NPRM at para. 148.

192347 U.S.C. § 254(b)(4) and (b)(5).

1924 Joint Explanatory Statement at 130-31. "In keeping with the conferees' intent that universal service support
should be clearly identified, [section 254(e)] states that such support should be made explicitldl. at 131; see also 47
U.S.C. § 254(e).

1325 NPRM at para. 145.

1526 Id
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service proceedings, pursuant to section 254(f), during any trangtion period that may be established in
the section 254 proceeding or thereafter.™>*’

2 Comments

635. Forward-Looking Costs. Most new entrants and I X Cs agree that prices for
interconnection and unbundled elements should be based on forward-looking, economic costs. **®
Many state commissions aso argue that, if federd pricing rules are adopted, forward-looking
methodologies should sarve as the basis for establishing rates in a competitive environment.** The
Department of Justice contends that pricing above forward-looking economic costs would subject
competitors to substantia risk of a price squeeze because the red cost of a network element for the
incumbent LEC will be its forward-looking economic cogt, while the cost to the new entrant will be the
higher price charged for the element by the LEC."**® Parties favoring a forward-looking, incremental
cost methodology argue that it is the gppropriate pricing standard for severd reasons. Firg, such an
gpproach smulates the prices for network elements that would result if there were a competitive market
for the provision of such dementsto other carriers.™®*!  In such a market, these parties argue,
competition would drive prices to forward-looking cogts, even if such costs were lower than afirm's
historica costs.™** Second, unbundled eement prices based on forward-looking economic costs
prevent incumbent LECs from explaiting their market power at the expense of their competitors that are
dependent on the incumbent LEC's facilities™* Third, a forward-looking incremental cost
methodology creates the right investment incentives for competitive facilities-based entry and creates
incentives for the market to move towards competition while preserving opportunities for competition

1527 Id

1528 See, e.g., ACSI comments at 54-55; AT& T comments at 47; Jones I ntercable comments at 25-26; LDDS comments
at 60; MCI commentsat 59, 61; NEXTLINK comments at 27; Sprint comments at 43-44; Teleport comments at 46;
Telecommunications Resellers Assn comments 38-3%ee also Ad Hoc Telecommunications Users Committee
comments at 31-34; DoJ comments at 27-32; Frontier comments at 21-22; Texas Public Utility Counsel comments at
33-34; Attorneys General reply at 3; NCTA reply at 18-20; NTIA reply at 17-18 n.35.

1529 See, e.¢., New Y ork Commission comments at 3-4; Missouri Commission comments at 11; Kentucky Commission
comments at 4-5; Wyoming Commission comments at 27-28; Ohio Commission comments at 41-43.

%% DoJ comments at 28-31.
%% See, e.9., DoJ comments at 28-29.

1532 Seg, e.g, AT& T comments at Appendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D.
Willig), p.5; DoJd comments at 28-29.

1533 Seg, e.g., DoJ comments at 30.
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even if some network elements prove to be resistant to competition.™* Fourth, a pricing methodology
based on forward-looking economic costs minimizes the incumbent LECS opportunitiesto engage in
anticompetitive cross-subsidization that could delay the emergence of effective competition.”** Findly,
these parties argue that pricing based on forward-looking economic costs will lead to lower prices for
consumers.>*

636. While many commenters agree that the proper economic cost standard for
interconnection and unbundled eementsis one based on forward-looking LRIC, the record indicates a
lack of consensus on the precise definition of such amethodology. While many parties, including some
incumbent LECs, favor a pricing methodology based on TSLRIC,**" others contend that LRIC
provides the appropriate basis for pricing interconnection and unbundled eements.®**® AT& T argues
that, because incumbent LECs will be providing access to unbundled network eements and
interconnection, and not merely the individual services that use those elements, the relevant question is
the incumbent LEC's cost of producing the entire demand for network dements.”** Because TSLRIC
defines a cost increment relative to a hypothetica Stuation in which the supplier does not currently
provide the network eement at al and thus must construct and operate dl e ement-specific facilities
necessary to produce the network element, AT& T bedievesthat TSLRIC, unlike LRIC, includes al
element-specific fixed costs.™*

%% See, e.g., AT& T comments at Appendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D.
Willig), p.7; DoJcomments at 29; NCTA comments at Appendix B (Unbundling, Interconnection, and Traffic
Exchange: The Pricing of Accessto Local Exchange Networks), p. 22.

1535 See, e.g., DoJ comments at 30-31.
1536 See, e.g., DoJ comments at 28-31.

1537 See, e.g., Ad Hoc Telecommunications Users Committee comments at 34-36; AT& T comments at 47-48; ALTS
comments at 35-36; Ameritech comments at 63-64 (but must include recovery of joint, common, and residual costs);
CFA/CU comments at 26-32 (including a contribution to joint and common costs); Citizens Utilities comments at 18;
Comcast comments at 23; CompTel comments at 67-71; Competition Policy Institute comments at 8; DoJ comments at
28-31 (including any joint and common costs); Frontier comments at 21-22; Intermediacommentsat 14; LDDS
comments at 56, 62; M CI comments at 60-61; NCTA comments at 49-50; Ohio Consumers Counsel comments at 24-25
(including amarkup over TSLRIC to reflect areasonable allocation of joint and common costs); SNET reply at 5-7
(including a reasonabl e contribution to common costs); Sprint comments at 44 (plus areasonable contribution to
joint and common costs), reply at 28-32; TCC comments at 14.

5% See, e.g., Texas Statewide Tel. Cooperative comments at 8-11, 14.

1389 AT& T comments at 47, Appendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D. Willig),
pp.6.

15491d. at 48.
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637. The Consumer Federation of America argues that costs must be analyzed consistently
across al maor services usng the same cost methodology, i.e., individua functiondities or pecific
capacities must have similar costs across services. ™ AT& T argues that TSLRIC should exclude dl
cogts atributable to the incumbent LECS retailing operations, and that al other cost alocations should
be comptitively-neutral and assigned on an equally proportional basis relative to attributable costs. ***
ALTS argues that the underlying data from a TSLRIC study should be accessible for purposes of
replicating the study methods and comparisons to other public data™>*® NTIA contends that the
Commission should require the states to consider recovery of only those costs that the incumbent can
convincingly demondrate are incurred in service provisioning. ™ Supporters of a forward-looking
economic cost methodology argue that TSLRIC studies can be prepared quickly to establish
interconnection and unbundled element prices.’>*

638. Incumbent LECs generdly oppose the adoption of aforward-looking, long-run
incrementa costing methodology.™>* At least five mgor reasons are offered in opposition. Firdt,
opponents of aforward-looking, long-run incremental costing methodology argue that setting the price
of each discrete service based on LRIC will not recover the total costs of the network because if prices
are ==t equal to the cost of the last unit, total revenues will fal short of total costs.”**” Second, PacTel
argues that a forward-looking cost methodology aso suffers from the "falacy of perfect competition”
because it does not account for the fact that, while it is true that competition drives the price of every
product toward incrementa cost, every multi-product firm must have some products priced far enough
above incremental cost to recover itstota costs and return a profit to investors.™>*® Third, incumbent
LECs argue that setting prices based on the forward-looking economic cost of the eement will not

1341 CFA/CU comments at 32.

1342 AT& T comments at 61-62, 64-65.
1343 ALTS comments at 36-37.

14 NTIA reply at 28.

%% See, e.g., LDDS comments at 64-65.

%% See, e.g., Matanuska comments at 3-4; NYNEX comments at 46-47; PacTel comments at 66-67; TCA comments at
8.

1547 See, e.g., Bell Atlantic comments at Attachment 1 (Affidavit of Jerry A. Hausman), pp.3-4; NECA comments at 8;
Rural Tel. Coalition comments at 25.

1548 PacTel comments at 68-69;see also Rural Tel. Coalition reply at 26-27.
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create incentives for new entrants to build their own facilities,** and will discourage efficient entry and
useful investment by both incumbent LECs and their competitors.™>*  Fourth, some opponents of a
forward-looking, economic cost methodology contend that such an approach raises significant practical
and adminigtrative problems because LRIC studies are expendve to conduct, dmost impossible to
audit or review particularly for samal entities seeking to enter the local exchange market, highly
subjective, and the necessary data are under the exclusive control of the party subject to the
agreement.”* USTA and other commenters also argue that use of LRIC cost studies would fail to
capture differencesin geographic regions, thereby denying smal incumbent LECs areasonable
opportunity to recover their costs.***? Findly, many opponents of a forward-looking, economic cost
gpproach to pricing interconnection and access to unbundled elements argue dso that such a
methodology precludes any contribution to joint and common costs and does not dlow the recovery of
historica costs.™® These parties contend that network providers must be permitted to recover their
tota codts of service, including areturn on investment and a reasonable allocation of joint, common,
and historica costs.™

639. Incumbent LECs generaly contend that costs should be based on the individua
incumbent LEC's exigting network design and technology instead of the idedlized least-cost, most
efficient network design and technology.” USTA arguesthat, if competitors want to use an
incumbent LEC's embedded plant, competitors should pay for the exigting plant, not some theoretical,

%% See, e.g., Bell Atlantic comments at 38; SBC comments at 91-92.

1950 See, e.¢., PacTel comments at 70; SBC comments at 90-92see alsoU S Westcomments at Exhibit A(Federal
Implementation of the Telecommunications Act of 1996: Competition in the Local Exchange), p.9.

1551 See, e.g., Bell Atlantic comments atA ttachment 2 (Declaration of Robert WCrandall), p.8; MFS comments at 54,
reply at 11-12; NECA comments at 8.

1552 E g., USTA comments at 45-50; Bay Springs reply at 8.

1553 See, e.g., Bell South comments at 56-57; NY NEX comments at 50-52; PacTel comments at 65-66; SBC comments at
88, reply at 24-25; U S West reply at 9, 12 (stating that depreciation expenses should be properly allocatedie also
NECA comments at 8; TCA comments at 8-9. For adiscussion of recovery of joint, common, and embedded costs,
seeinfra Section VII.B.2.a

5% See, e.g., Ameritech comments at 60, reply at 30-33 (stating that residual cost recovery must also be permitted);
Bell Atlantic comments at 35-36 (stating that the recovery of the total costs of constructing and operating the
networks must also be permitted); NYNEX comments at 42-44; USTA comments Attachment 1 (Affidavit of Jerry
A. Hausman), pp.5-6.

1%% See, e.g., Ameritech reply at 32-33; Bell Atlantic reply at 17-18; Bellsouth reply at 36-3%ee also GVNW
comments at 36; USTA comments at 40, reply at 21-22.
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more efficient plant.**® In addition, these parties argue that, if a new entrant can purchase the
unbundled dement from the incumbent LEC at a price no higher than the cost of the least-cost, most
efficient provider, then the new entrant has little incentive to invest in its own facilities. Ameritech dso
contends that section 252(d)(1) addresses recovery of the incumbent LEC's costs of providing
interconnection and unbundled network elements, not the costs of a hypothetical carrier. >’

640. On the other hand, severa new entrants argue that a forward-looking economic cost
methodology should be based on an efficient provider's costs of producing a service.™® These parties
contend that, in a competitive market, prices are determined by the cost of efficient potentia entrants,
not the embedded costs of existing firms.™>* In addition, a pricing standard based on the costs of the
element usng the mogt-efficient technology prevents incumbent LECs from charging compstitors for the
cogt of facilities that would in fact be used in large part by the incumbent LECs themsdalves to compete
in new markets such as interexchange sarvice. ™ Sprint, however, argues that prices should be based
on the incumbent LEC's average utilization and existing network design and technology, not on an
idedlized network and technology that may bear no relationship to the incumbent LECs exigting
operations.™>*

641. USTA, Bdl Atlantic, and BdlSouth have asserted in various filings and ex parte
presentations that TSL RIC-based pricing would not properly compensate incumbent LECs for certain
factors that affect capital costs and economic depreciation rates.”** First, when technological progress
lowers equipment costs, the replacement or forward-looking economic cost of certain durable sunk

1556 USTA comments at 40.
1557 Ameritech reply at 32.

1558 See, e.g., ACSI comments at 56; AT& T comments at 57-60 (optimally configured and sized assets with current
technology and efficient operating practices); AT& T comments & ppendix C (Affidavit of William J. Baumol,

Janusz A. Ordover, and Robert D. Willig), p. 10 (efficient, cost-minimizing competitor); GST comments at 26-27 (costs
of an efficient LEC rather than the actual costs of an incumbent LEC); Teleport reply at 30 (best available technology
at today's prices);see alsoDoJreply at 9-11 (best generally available technology); L ouisiana Commission comments
at 4, 15; Telecommunications Resellers Assn comments at 38 (most efficient available technology).

1559 See, e.9., TCC comments at 17.

%0 DoJreply at 10.

1581 Sprint reply at 31-32.

1962 USTA reply comments at Attachment 1 (Reply Affidavit of Jerry A. Hausman); Bell Atlantic comments at
Attachment 1 (Affidavit of Jerry A. Hausman); Letter from Robert T. Blau, Vice President, Executive and Federal

Regulatory Affairs, BellSouth, to William F. Caton, Acting Secretary, FCC, July 25, 1996, at Attachment (Response to
Hubbard and Lehr).
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investments can be expected to decline over time. In this case the correct measure of cost over any
period of time should include the expected decline in economic vaue during that period. ™

642. Second, these parties argue that, when investments in facilities needed to meet a specific
level of demand are sunk and irreversible, an incumbent LEC may not be able to recover these costs
over the physicd life of the facility, because demand may decrease as new entrants elect to build ther
own facilities. When entry is possible using current technology, either competition from these entrants,
or rate regulaion can prevent retall service prices from rigng significantly, which will place an effective
ceiling on profits.  If demand for asarvice falsin a market in which the incumbent LEC isthe only
supplier and owner of sunk facilities, however, there will be no corresponding exit of other carriers that
will prevent prices and profits from faling. Because of this asymmetric effect of changing market
conditions on an incumbent LEC's profits, these parties claim that increasing the uncertainty due to entry
in the local exchange market will increase the cost of capitd to theincumbent LEC. They then assert
that the inability of TSLRIC to account for the risks associated with sunk facilities can lead to
understating the true economic cost of an element by afactor of three.™* Findly they assert that
empirical research that shows firms hurdle rates in excess of the market cost of capital shows that the
considerations of risk associated with sunk investment significantly raises afirm's cost of capitd.*>*

643. Joint and Common Costs. Severa incumbent L ECs contend that a forward-looking,
economic cost methodology does not take into account either joint or common costs.™®  Although a
few parties contend that incumbent LECs do not need a mark-up over TSLRIC to recover joint and
common costs because incumbents are presumably aready recovering these costs, ™" commenters
generdly agree that incumbent L ECs should be permitted to recover some measure of forward-looking

1563 We note that USTA seems to present a contradictory argument regarding the expected effect of thisissue -- here
Hausman claims that prices will decrease rapidly, whereas in our price cap proceeding, USTA sponsored testimony
by Christenson that claimed input prices would generallincreaseat the rate of inflation. USTA commentsin CC
Docket No. 94-1, at 25-27.

164 See USTA reply at Attachment 1 (Reply Affidavit of Jerry A. Hausman), p.1.

¥ d, at 7.

19% See, e.g., Bell Atlantic comments at Tab 2 (Declaration of Robert W. Crandall), p.9, reply atttachment 1
(Declaration of Alfred E. Kahn and Timothy J. Tardiff), p.6; BellSouth comments at 51; Municipal Utilities comments
at 19-21; SBC reply at 24-25; TDS comments at 18-19.

1367 See Telecommunications Resellers Assn comments at 39-40; Texas Public Utility Counsel comments at 19-20;
WinStar comments at 29, reply at 9-10.
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joint and common costs™*® These commenters argue that pricing a incrementa cost without joint and
common costs is economicaly inefficient because it permits competitors to offer the incumbent LECs
services without making a contribution to the common cogts that the LECs incur in offering the
service® They further contend that excluding recovery of joint and common costs will distort
technological decisons because the LEC is encouraged to invest in less efficient technologies that have
higher incrementa costs and lower common costs, which would tend to destroy economies of
scope.®™ Findly, incumbent LECs fear that they will be forced to increase retail rates to recover these
unrecovered common costs, while their competitors that do not face such costs will reduce their own
prices and have little incentive to invest in facilities of their own. ™

644. Thereisno consensusin the record on the magnitude of the joint and common costs at
dake. Although commenters argued that the amount of common costs varies dramaticaly due to
differencesin location, network construction, and equipment,’>”? several parties are skeptical that there
are ggnificant joint and common costs between network eements given the relative modularity of the
network and associated functions.™” These parties contend that, if joint and common costs are
incurred, incumbent LECs must quantify them so that a state commission can determine whether and
precisdly how much contribution is needed.™™ The Department of Justice asserts that, when
developing a TSLRIC for unbundled network eements, it is preferable, where possible, to focus on
costs of facilities and network elements rather than services that use those facilitiesin order to arrive at
amore accurate determination of economic costs and to reduce the amount of cogts that must be
treated as joint or common.”*” The incumbent LECs disagree with the new entrants characterization

1%68 See, e.g., Ameritech comments at 60; Bell Atlantic comments at 36; Citizens Utilities comments at 19; Cincinnati
Bell comments at 24-25; Colorado Commission comments 45-46; DoJreply at 6; GTE Comments at 61-62; K entucky
Commission comments at 5; Lincoln Tel. comments at 13; Mass. Commission comments at 11-12; NCTA comments at
49-50; Ohio Consumers Counsel comments at 24; SBC comments at 91; Sprint comments at 43-44; AT& T reply at 28;
NTIA reply at 19-21; USTA reply at 19.

1569 E g., BellSouth comments at 52-53; GTE comments at Attachment 3 (Affidavit of Edward C. Beauvais, Ph.D.), p.3.
1570 See, e.g., BellSouth comments at 53; Lincoln Tel. comments at 13.

1571 E g., BellSouth comments at 53-54.

'°72 See, e.g., Municipal Utilities comments at 19-20; NARUC reply at 9.

7 See, e.g, AT& T comments at Attachment or Appendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and
Robert D. Willig), pp.13-14; Competition Policy Institute comments at 19; DJ comments at 31-32, reply at 8; Texas
Public Utility Counsel comments at 24-25.

1574 Texas Public Utility Counsel comments at 17-28; Sprint comments at 47-50.

1375 DoJreply at 8;see also Competition Policy Institute comments at 19.
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of these cogts as de minimis and argue that there is no evidence that unrecovered joint and common
costs are much lower in the TSLRIC rates for physical eementsthan a TSLRIC standard based on the
cost of providing services.*"®

645. Thereis consderable disagreement in the record over the appropriate method of
dlocating joint and common costs under a TSLRIC agpproach. AT& T contends that the vast mgjority
of the relevant cogts will be causdlly atributed to particular network elementsin the calculation of
TSLRIC, and that we should prescribe rigid alocators that limit the incumbents ability to manipulate
prices by imposing high markups on new entrants.™>”” This approach, it is argued, is more competitively
neutra than Ramsey pricing, which alocates costs based on inverse demand daticity. ™™™ In contradt,
incumbent LECs advocate alocation of joint and common costs based on inverse demand dadticity, ™
i.e., according to Ramsey pricing principles™® New entrants and other parties oppose the use of
Ramsey pricing for interconnection and unbundled network eements for usein amarket that is moving
toward competition over the long-run.***" They contend that Ramsey pricing enables LECs to shift
costs associated with entry into new competitive markets over to captive services. ™™ One state
commission responds that the Commission's concern in this regard would be addressed by caculating
demand dadticities on the basis of the total industry demand for the service, which would negate the
influence of competition on demand dadticities. ™

646. Commenters suggested other means of allocating joint and common costs.

1578 E g., PacTel reply at 27;see also Cincinnati Bell reply at 10.
1577 See AT& T comments at 61-62.
1578 See, e.g., Teleport comments at 47-48.

1579 See e.g., GTE comments at 63, comments atA ttachment 3 (Affidavit of Edward C. Beauvais, Ph.D.), pp.4-&ee
also Mass. Commission commentsat 11-12.

1580 See Frank P. Ramsey,A Contribution to the Theory of Taxation37 Econ. J. 47 (1927); see generallyK enneth E.
Train, Optimal Regulation: The Economic Theory of Natural Monopol¥15-40 (1992) (discussing efficiency
properties of Ramsey prices); Bridger M. Mitchell & Ingo V ogelsand,elecommunications Pricing: Theory and
Practice43-61 (1991).

198! See, e.g, Ad Hoc Telecommunications Users Committee comments at 39-41; CompTel comments at 79-80; MECA
comments at 45; Teleport comments at 47-48; Texas Public Utility Counsel comments at 27; WinStar reply at 10-11.

1582 Seg, e.g., Ad Hoc Telecommunications Users Committee comments at 38-39.

1583 See, .9, Mass. Commission comments at 12.
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For example, certain incumbent LECs argue that these costs must not be shifted from interconnection
and unbundled dements to resdential subscribers,™* while certain new entrants suggest that these
costs should be recovered at the retail level.™>* Many new entrants agree that the Commission should
require dlocation of joint and common cogts that minimizes the opportunity for incumbent LECsto
harm competitors through strategic pricing.****  For example, some new entrants argue that states
should be required to minimize dlocation of joint and common cogts to bottleneck or essentid network
dements™ MCI and Sprint assert that such costs should be spread across al services provided by a
carrier in proportion to the TSLRIC for each service.™® A few commenters assert thet the
Commission should adopt a fixed mark-up over TSLRIC for dlocation of joint and common costs. ***
Cable & Wirdess supports the adoption of arule that alocates common costs uniformly for al services
offered. It arguesthat a disproportionate alocation system, that for example, assigns common costs
drictly to retail services purchased for resale by small companies, but not to unbundled network
elements utilized by larger competitors, would prove detrimenta to the development of locdl
competition.® Finaly, certain parties suggested that regardless of the method ultimately used to
adlocate joint and common costs, TSLRIC should serve as the floor™** and prices should not exceed
stand-alone costs.**

647. Reasonable Profit. Commenters disagree over what should congtitute a "reasonable
profit." Numerous commenters argue that a TSL RIC-based methodology for the pricing of

1%84 See, e.g., Puerto Rico Tel. comments at 10; Rural Tel. Coalition comments at 27.

1585 E g., MClI reply at 9-10.

1586 See, e.9., MClI reply at 9-10.

167 See, e.g., LCI comments at 4-5 (even under a TSLRIC methodology, it may be necessary to allocate

joint direct costs among classes of service); Time Warner comments at 52-53 (only elements that can be duplicated
by competitors or that are already available from other sources should include a reasonable markup over TSLRIC for
shared and common costs);see also CFA/CU comments at 33-35 (allocation to such elements should be no more
than the allocation of such coststo basic service).

1588 See AT& T comments at 64; M Cl reply at 9-10; Sprint comments at 47.

1589 See, e.g., Competition Policy Institute comments at 19 (suggesting an overhead loading of six percentge also
Sprint comments at 48-49 (joint and common costs should be no more than 15 percent of TSLRIC).

%% Cable & Wireless comments at 35.
1591 Seg, e.g., Citizens Utilities comments at 19; Florida Commission comments at 26; SBC comments at 93-94.

1592 Seg, e.g., AT& T comments atAppendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D.
Willig), pp.14-15; TDS comments at 21.
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interconnection and unbundled network elements includes a reasonable profit and is, therefore,
consistent with the 1996 Act.™* These commenters argue that economic measures, such as TSLRIC,
reflect a reasonable profit by including the cost of capital.”** Time Warner and NEXTLINK contend
that permitting incumbent LECs to receive a profit above that contained within TSLRIC pricing would
provide them with a greater return on facilities than was permitted under rate-of-return regulation by
"double-counting” the profit.*>* Furthermore, NEXTLINK regjects the notion that profit includes the
recovery of embedded codts or is ameans of recovering subsidies for universal service currently
recovered through access charges such as the trangport interconnection charge or carrier common line
charge, or their intrastate equivalents. ™ Similarly, LDDS bdlieves that "reasonable profit" cannot be
read to include contribution to costs having nothing to do with providing the network elements or
interconnection that are the subject of a section 252 pricing standard.™>”

648. Incumbent LECs, however, contend that setting rates on a TSL RIC-based methodology
alone would violate section 252(d)(1) by precluding recovery of areasonable profit.>*® NYNEX and
USTA date that profit iswhat afirm makes after it recoversits totd costs of providing al of its
services, including itsinvestment-related costs.™** Ameritech smilarly contends that the term
"reasonable profit" means the ability to earn positive economic profits as an incentive for efficiency and
innovaion.*®™® PacTe arguesthat, in order to alow for areasonable profit, rates for interconnection
and unbundled dements must permit full recovery of historica accounting costs. PacTel charges that
the federa courts have held that the determination of a"reasonable profit" should consder the effect on

1593 See, e.9., CompTel comments at 69-70; LDDS comments at 61; MCl comments at 61-62; Texas Public Utility
Counsel comments at 19-20; WinStar comments at 29; Ad Hoc Telecommunications Users' Committee reply at
Appendix A (Interconnection Pricing Standards for Monopoly Rate Elementsin a Potentially Competitive L ocal
Telecommunications Market), p.12.

1994 E.g.,AT&T reply at 31; CompTel comments at 69-70, reply at 39; DoJdreply at 9; Frontier reply at 12-15; M Cl
comments at 61-62; Texas Public Utility Counsel comments at 19-20; WinStar comments at 29.

1595 NEXTLINK comments at 28; Time Warner reply at 31-32.

159 NEXTLINK comments at 28-29.

%71 DDS comments at 61.

5% See, e.g., GTE comments at 60; NY NEX comments at 51-52; PacTel comments at 69; SBC comments at 88; TCA
commentsat 9; TDS comments at 18see also GTE comments atAttachment 3 (Affidavit of Edward C. Beauvais,
Ph.D.), p.9.

1599 See NY NEX comments at 42; USTA comments at 43.

1600 See Ameritech comments at 70-71.
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the carrier's whole enterprise and, therefore, the sum of the carrier's rates must enable it to recover its
total historical costs.'®*

649. Severd parties contend that the issue of what congtitutes a reasonable profit should be left
to the sates. Citizens Utilities contends that the issue of whether profit is reasonable is a question of
fact to be resolved, where necessary, in arbitration proceedings.’®” Time Warner argues that what
condtitutes reasonable profit should, as a matter of policy, vary depending on the nature of the facilities
or services being provided and should, therefore, be Ieft to the states.*®  The Illinois Commisson
argues that states may even use rate-of-return methodologies for the determination of reasonable
profit.1o*

650. Thereisaso disagreement among the commenters regarding the force of the reasonable
profit language in section 252. While many incumbent LECs interpret Section 252(d)(1) asrequiring
prices to include a reasonable profit,**® certain new entrants and other parties argue that the reasonable
profit language is permissive, not mandatory.®® For example, several LECs contend that, to avoid
confiscation of their property, LECs are entitled to full operating expenses as well as the capital costs of
doing business and a reasonable profit.**®” The Ohio Consumers Counsdl, however, argues that the
language of section 252(d)(1) indicates that it is at the discretion of the state commissions to determine
whether to dlow rates to reflect a reasonable profit.**®

651. USTA contendsthat "purely forward-looking TSLRIC" should not be the price for
interconnection elements because "tedlecommunications networks are mostly sunk costs" **® It argues
that, when investment in facilities requires sunk and irreversible costs, a firm may not be able to recover

1601 See PacTel comments at 65-66citing FPC v. Hope Natural Gas320 U.S. 591 (1944) andJersey Central Power &
Light v. FERC, 810 F.2d 1168, 1172 (D.C. Cir. 1987).

1602 Citizens Utilities comments at 17.
1693 Time Warner comments at 52.
%% 1]linois Commission reply at 15.

1%%° See, e.9., PacTel comments at 65-66.

%% See .9, AT& T reply at 31; Cox reply at 29; DoJ reply at 15.

1807 Seg, e.g., MECA comments at 44, 49; PacTel comments at 65-67.

1608 Ohjo Consumers Counsel comments at 26.

1699 See USTA reply at Attachment 1 (Reply Affidavit of Professor Jerry A. Hausman), p.1.
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this investment over the physicd life of the facilities due to the risks of decreasesin vaue resulting from
future competition. USTA contends that allowing other carriers into the provision of loca exchange
service will subject incumbent LECs to these types of risks. It then claimsthat TSLRIC calculaions do
not appropriately account for these additional risks.

652. USTA dso argues that the risks to which the incumbent LECs will be subject as aresult
of competition in the local exchange market include the risks from facing new competition, technologica
change, change in demand, and interest rates. 1t further argues that these risks will result in many
gtuations in which the incumbent LECs may face areduction in profits (downside risk) and no stuations
in which the incumbent LECs may see an increase in their profits. Thus, incumbent LECs must be
compensated for these additiond risks, according to USTA. It concludes that TSLRIC caculationsfail
to provide this compensation, stating "TSLRIC can be biased downward by a factor of three." °1°

653. Smilarly, Bdl Atlantic assarts that, in a market where input prices are declining, a
TSLRIC standard is not the gppropriate standard because, "in aworld of continual technological
progress, it would beirrationd for firms congtantly to update their facilities in order completely to
incorporate today's lowest-cost technology."**™ Thus, it argues that because a carrier would not
replace its entire existing set of facilities (a sunk investment) with the best available technology at a given
point, the price of the best available technology understates the cost of providing service. ***

654. The Consumer Federation of America, disputing the incumbent LECs claims regarding
risk premiums, argues that risk premiums are reflected in the large returns incumbent LECs have
aready earned.’*

655. Embedded Costs. 1XCs, competitive loca entrants, and others interpret section
251(d)(2) as precluding states from setting rates by use of traditiona cost-of-service regulation, with its
detailed examination of historical accounting costs and reliance on an embedded rate base. ™ These

161014, at 6. Presumably, by TSLRIC, Professor Hausman is referring to a TSLRIC assuming arisk free rate of return
and a depreciation rate that encompasses the physical life of assets.

1611 Bell Atlantic reply at Exhibit A(Declaration of Alfred E. Kahn and Timothy J. Tardiff), para.8a.

1612 Id

1%1% See CFA/CU comments at 61-63.

1% See, e.g, AT& T comments at 47; LDDS comments at 60; M CI comments at 61-62; M FS comments at 59; Sprint
comments at 43; Teleport comments at 46; Time Warner comments at 51; Frontier comments at 21; Excel comments at

9; ACSI comments at 54-55; WinStar comments at 37-38; GST comments at 29-38ge alsoAd Hoc
Telecommunications Users Committee comments at 30-31; DoJ comments at 27-32, reply at 14; Kentucky Commission
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parties argue that some measure of forward-looking economic costs, not historical costs, should be the
only basisfor setting rates for interconnection and unbundled network elements because only forward-
looking economic costs meet the statutory requirement in section 252(d)(1) that such rates be
"determined without reference to a traditiond rate-of-return or other rate-based proceeding.” Potentia
new entrants and many other commenters argue that historical or embedded costs should not be
included in the prices of interconnection and unbundled network elements.*®> NTIA assertsthat it is
unwise to include in the prices for interconnection and unbundled elements an amount to recover
higtorical costs when the sze of any shortfdl between historicd costs and TSLRIC's forward-looking
costs will not be determined for many years after interLATA entry. 6%

These parties contend that permitting incumbent L ECs to recover embedded costsin the prices they
charge competitors for interconnection and unbundled network eements, while the incumbents
experience much lower incrementa cogts will result in inefficiently high prices that will either cause new
entrants to over-build exigting systems ingtead of maximizing the efficient use of the existing incumbent
LEC's network, or discourage entry and investment in the local markets atogether.'®” Moreover,
opponents of embedded cost recovery maintain that these codts reflect past inefficiencies and their
recovery does not create any incentive for incumbent LECs to maximize their network and operationd
efficiencies™®® Commenters dso argue that embedded cost recovery permits incumbents to engage in
anticompetitive, srategic, or discriminatory pricing by manipulating the cost of individud rate

d e-nmtslGlQ

656. In response to claims that the incumbent LECs are entitled to recover embedded costs
incurred as aresult of their regulation, opponents of embedded cost recovery argue that, at the Sate

comments at 4; Texas Public Utility Counsel comments at 33-34; Telecommunications Resellers Assn comments at
38; Michigan Commission comments at 14; Pennsylvania Commission comments at 29; Ohio Commission comments
at 42-43; Attorneys General reply at 7-8.

1615 See, e.g., AT& T comments at 47; CFA/CU reply at 18-19; DoJ comments at 27-32; N. Economides comments at 3;
Frontier comments at 21-22, reply at 13; Jones Intercable comments at 25-26; LDDS comments at 60; M CI comments
at 61-62; MFS comments at 59; Michigan Commission comments at 14; Sprint comments at 43; Teleport comments at
46; TCC comments at 15-16; Texas Public Utility Counsel comments at 33-34; Time Warner comments at 51; WinStar
comments at 37-38;see also Ad Hoc Telecommunications Users' Committee reply at Appendix A (Interconnection
Pricing Standards for M onopoly Rate Elementsin a Potentially Competitive Local Telecommunications Market),
pp.2-6;

196 See NTIA reply at 28-29.
1617 Seg, e.g., Competition Policy Institute comments at 8; TCC comments at 15-16.
1618 Seg, e.g., Ad Hoc Telecommunications Users Committee comments at 53-54.

1619 TCC comments at 15-16
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level, incumbent L ECs have been opting for incentive-based regulaion and so have foregone the right
to clam entitlement to recovery of embedded costsin exchange for the flexibility to price their services
to meet competition.’®® AT& T argues that, because the majority of the incumbent LECs embedded
plant was ingtaled after 1990, the forward-looking replacement costs of this old plant may in many
cases be higher than the incumbent LECs embedded costs.*** M CI disagrees with incumbent LECs
clamsthat excluding historical costs will discourage future invesment by incumbent LECs and argues
instead that incumbent L ECs make investment decisions based upon expected future earnings.**%

657. Most incumbent LECs and some other parties dispute the claim that historical costs are
precluded by the statute,'*? assarting instead that section 252(d)(1) merely prohibits the use of arate-
of-return proceeding to determine such rates. ™  Incumbent LECs argue that any pricing methodology
the Commission adopts should permit recovery of higtorical or embedded costs in the prices of
interconnection and unbundled network dements.®® NYNEX specifically proposes a cost-accounting
pricing methodology that places the burden on the incumbent LEC to identify the specific accounting
data that would be associated with the particular type of interconnection requested by the competing
carrier under section 251.1%%°

658. USTA cites reports that estimate that embedded costs that would not be recouped under
asolely forward-looking pricing methodology are between $13 hillion and $18.4 hillion.**?” Incumbent

1020 See, e.g., GST comments at 29-30; WinStar comments at 38.

1621 See AT& T reply at 33. For adetailed discussionsee AT& T reply at Appendix C (Affidavit of Lee Selwyn and
Patricia Kravtin), pp.1-4.

1622 See M Cl reply at 15-16.

1623 See, e.g., Bell Atlantic comments at 37; BellSouth reply at 35-37; Colorado Commission comments at 34-35;
GVNW comments at 35-36; Municipal Utilitiescommentsat 19; NY NEX comments at 46-47; Ohio Consumers
Counsel comments at 23; PacTel comments at 65; Roseville Tel. comments at 6-8; Rural Tel. Coalition comments at
26-28; SBC comments at 88; TDS comments at 17-18; Texas Statewide Telephone Coop. Inc. commentsat 7; USTA
comments at 40.

1624 See, e.g., Bell Atlantic comments at 37; Municipal Utilities comments at 19; Ohio Consumers' Counsel comments
at 23; Texas Statewide Telephone Coop. comments at 7.

102 See, e.9., Alaska Tel. Assn comments at 4-5; Ameritech comments at 60; Bell Atlantic comments at 36; Cincinnati
Bell comments at 30; Lincoln Tel. comments at 11-12; Roseville Tel. comments at 7-8; SBC comments at 59; SNET
comments at 29; USTA comments at 40see alsoNECA comments at 6, reply at 8-9.

1626 NYNEX comments 54-56, reply at 27.

1627 YSTA comments at 55.
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L ECs contend that, because incumbent LECs must offset this shortfal of revenues againg total costs
that is created by afailure to recover embedded costs, they will be discouraged from investing to
maintain and upgrade their networks in order to avoid the risk of again being unable to recover
embedded costs.**® In addition, they argue that they incurred these embedded costs under federa and
date regulatory oversight, which imposed on incumbent LECs socid policy obligations and uneconomic
costing practices, and that they therefore should be permitted to recover them.**® Incumbent LECs
also assert that past investments were made under the belief that costs would be recovered, and that
rates collected in the past did not reflect the risk that embedded costs might not be recovered in future
rates.®® Severad commenters argue that the opportunity to recover embedded costs through rates for
interconnection and unbundled eementsis particularly important for small and rurd incumbent
LECs®* Findly, some parties also contend that, if they are not permitted to recover embedded codts,
these costs must be recouped elsewhere, thus putting pressure on the states to recover these costs
through locdl rates®*

659. Despite their objections to embedded cost recovery, some non-incumbent parties explain
conditions under which some limited recovery should be permitted. For example, MCl argues that,
athough embedded costs should not be recovered, it would be appropriate to allow incumbent LECs
to recover any depreciation reserve deficiency,'®*® which MCl estimatesis only asmal percentage of
the resdua between exigting revenues and the revenues generated by a forward-looking, TSLRIC
pricing of unbundled network dements.™®** The Ad Hoc Tdecommunications Users Committee assarts
that, a a minimum, any nomina losses in economic vaue attributed to stranded investment should be

1628 See, e.g., Bell Atlantic comments at Attachment 1 (Affidavit of Professor Jerry A. Hausman), p.2; Lincoln Tel.
commentsat 16-17; USTA reply at 23.

1629 See, e.g., Ameritech reply at 30-31; Bell South comments at 57; Lincoln Tel. comments at 16-17.
1630 See Bell Atlantic reply at Exhibit 2 (Declaration of Richard A. Epstein), p.4.

1631 E g., Home Tel. comments at 4; NECA comments at 9; TCA comments at 8; Texas Statewide Tel. Cooperative, Inc.
comments at 9; Bay Springs reply at 10.

1632 See, e.¢., USTA comments at 56;Wyoming Commission comments at 31-32see also New Y ork Commission reply
at 9; cf., Alabama Commission comments at 24-25; Texas Commission comments at 23, 26.

1933 A reserve imbalance exists when the carrier's actual "book" depreciation reserve differs from its "theoretical"
reserve, which is the reserve which would exist if service lives and salvage values had been accurately forecast in
the past. When the theoretical reserve exceeds the book reserve, theimbalance is areserve deficiency. For most
LECsthe reserve imbalance is an overall deficiency Amortization of Depreciation Reserve Imbalances of Local
Exchange Carriers CC Docket No. 87-447, Report and Order, 3 FCC Rcd 984 (1988).

1634 See M Cl comments at 73-75.
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weighed againg the appreciation in vaue that incumbent LECs have experienced as reflected in share
prices and market-to-book ratios.** The Consumer Federation of America proposes that stranded
investment might be recovered through an industry-wide recovery fund, if incumbent LECs can sdtify a
rigorous set of showings to ensure that ratepayers are fairly treated.’*® Findly, AT& T arguestha, if
the Commission determines that some portion of the residua should be recovered, it should be
recovered through a competitively neutrd, trangtiond, funding and didtribution mechanism that will not
distort competition.*®

660. Opportunity Cost -- ECPR. Incumbent LECs are the primary advocates for ECPR
pricing of interconnection and unbundled network dements.**® They argue generdly that ECPR isthe
gpproach that mogt closdy paralds the method afirm in a competitive market would employ when
faced with the opportunity of sdling inputs to firms that intend to compete with it in itsfinal product
market.’*® GTE assarts that the ECPR's purposeis to reward efficient entry into the market for the
end product by ensuring that the incumbent LEC sdlls network accessto itsdf and to itsrivals on the
same, nondiscriminatory terms.**® Thus, GTE claims, the ECPR sets prices for network eements that
provide incentives for efficient entry and compensates incumbent L ECs for the economic costs
associated with sale of such dements.’®* GTE further argues that ECPR accomplishes these tasks
regardless of the market structure and regardless of the presence or absence of economic rents.***
SBC argues that the ECPR is equivaent to the avoided cost rule used for setting the prices of resold
services and equivalent to the efficient imputation rule for pricing of retail services.’®*® Supporters of

1635 Ad Hoc Telecommunications Users Committee comments at 26-27.

1636 See CFA/CU comments at 67-68.

1637 See AT& T comments at 70-73.

1638 See, e.g., Ameritech comments at 91-93; GTE reply at 36-38; MECA comments at 50-52; PacTel comments at 69-71;
SBC comments at Appendix A (Efficient Component Pricing Rule), pp.1-See also PacTel reply at Appendix C
(Declaration of Richard D. Emerson).

1%% See, e.g., Rural Tel. Codlition reply at 28-30.

164 GTE comments at Attachment 4 (An Empirical Analysis of Pricing Under Sections 251 and 252 of the
Telecommunications Act of 1996), p.7.

1641 |, at p.l-i
1642 |, at p.I11-7.

1643 SBC comments atAppendix A (Efficient Component Pricing Rule), pp.1-5.

323



Federd Communications Commisson 96-325

ECPR pricing dso argue that prices will continue to move toward comptitive levels where competition
is provided by a more efficient carrier than the incumbent LEC.*%*

661. New entrants and many other commenters oppose the use of the ECPR to set prices for
interconnection and access to unbundled network elements.*®*® These parties argue that ECPR does
not comply with the statutory mandate that interconnection and network elements be based on costs.
They assart that usng ECPR would adlow incumbent LECs to retain monopoly rents and protect the
incumbent LECs from competitive disciplinary market forces.**® Opponents of ECPR contend that
ECPR pricing does not replicate a competitive environment, but instead perpetuates inefficient and
anticompetitive aspects of the current pricing structure. Other commenters argue that the incumbent
LECsmay use ECPR to exclude or margindize a more efficient riva in the complementary market by
forcing the riva to operate on the higher end of its cost curve through higher interconnection charges.
They dso argue that prices based on ECPR creste incentives for incumbent LECs to shift codts of their
competitive services to their bottleneck services, which distorts competition.***” Findly, opponents of
ECPR assart that ECPR pricing shields the largest share of costs possible from competition, preserves
the status quo, and imposes a barrier to entry.'®*

662. Baumol, Ordover, and Willig, principa authors of the theory, explain that ECPR is not
gpplicable for pricing of interconnection and unbundled network elements because the exigting end user
rates for local telecommunications are not agppropriate as a basdline for ECPR. They claim that cross-
subsidies are common in the current rates, and rates depart systematically from pertinent costs.
Baumol, Ordover, and Willig conclude that applying ECPR to exigting rates would result in component
prices that lock in the incumbent LECs monopoly profits and pricing inefficiencies, and would attract

1644 See, e.g., Ameritech comments at 93; GTE comments at Attachment 4 (An Empirical Analysis of Pricing Under
Sections 251 and 252 of the Telecommunications Act of 1996), p.111-6-8.

1645 See, e.g., Ad Hoc Telecommunications Users Committee comments at 55; AL TS reply at 26-29; Cable & Wireless
comments 35; California Commission reply at 20; CFA/CU comments at 41-45; CompTel reply at 40-49; Cox reply at
29; DoJreply at 11-13; Frontier comments at 23; M ass. Attorney General comments at 6-9; MCl comments at 70-71,
reply at 16; MFS comments at 60 n.67; Ohio Consumers Counsel comments at 25 n.7, reply at 15; Sprint comments at
59 n.33; Texas Public Utility Counsel comments at 36; Time Warner comments at 56-58; Telecommunications
Resellers Assn comments at 41-42; WinStar comments at 41.

104 See, e.g., Cable & Wireless comments 35; California Commission reply at 20; CompTel reply at 40; Mass.
Attorney General comments at 6-8; Time Warner comments 56-58; Telecommunications Resellers Assn comments at
41-42.

1647 Seg, e.g., N. Economides comments at 4-6.

1648 Sep, e.g., CFA/CU comments at 42.
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inefficient entry, where rates are too high, and would preclude efficient entry where rates are too
IOVV.1649

663. Universal Service Subsidies. Mog parties other than incumbent LECs and some Sate
commissions agree that it would be incongstent with both the cost-based rate requirements of section
252(d)(1) and the requirement in section 254(b)(5), that universal service support mechanisms "be
specific [and] predictable. . ."**° for dates to include any universal sarvice subsidies in the rates they
set for interconnection, collocation, and unbundled network eements.*®! They argue that the 1996 Act
requires that rates reflect the economic cost of providing network elements and interconnection and
does not authorize subsidies that have nothing to do with economic costs.*** With regard to the
requirements of section 254, these parties argue that, to the extent rates need to be subsidized for
universal service purposes, the subsidy should be collected from al carriers on a non-discriminatory
and competitively neutrd basis™®* The Washington Commission relates its own experience of regjecting
US Wedt's request for a per minute universal service charge to cover "carrier of last resort” obligations
and itsfinding that residentia rates were sufficient to cover the codts of residentia service.'®™*

664. In contrast, severa incumbent LECs and state public utility commissions maintain that
incumbent L ECs should be permitted to recover their embedded costs in the rates set for
interconnection, collocation, and unbundled network elements. These commenters claim that rates
based on incrementa costs alone fail to account for certain costs historicaly incurred to accomplish

1649 See AT& T comments at Appendix C (Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D. Willig),
pp.8-9.

1650 47 U.S.C. § 254(b)(5).

1651 See, e.9.,ACTA comments at 23; AT& T comments at 70-73; Competition Policy Institute comments at 20;
CompTel comments at 73-74; DoJ comments at 56-59; M CI comments at 75; NEXTLINK comments at 29; Sprint
comments at 61-62; Telecommunications Resellers Assn comments at 39 n.76; Teleport comments at 48-49; WinStar
comments at 40-41, reply at 13-14.

1652 AT& T and CompTel further contend that to permit any universal service subsidiesin the rates set for
interconnection, collocation and unbundled network elements would be to base rates on the embedded costs of
incumbent L EC expenditures rather than the forward-looking economic costs of providing a network element as
mandated by section 252(d)(1).See AT& T comments at 70-73; CompTel comments at 72-74.

1653 Seg, e.9.,ACTA comments at 23; AT& T comments at 69; M assachusetts Commission comments at 8-10; MCl
comments at 75; Michigan Commission comments at 19.

1654 \Washington Commission reply at 6.
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carier-of-last-resort and universa service socid policy objectives. ™™ The Attorneys Generd caution
the Commisson not to classify legitimate contributions to joint and common costs asimpermissble
implicit universal service subsdies.'**®

665. Severd parties comment on theissue of how universal service funding should be handled
during the interim period between the effective date of this order and the effective date of the
Commisson's order implementing the section 254 universal service requirementsin May 1997. AT& T
proposes that the Commission adopt a competitively-neutra funding and distribution mechanism. *®*
CompTé proposes that the Commission grant a blanket waiver of incrementa cost pricing for
exchange access. Under CompTd's plan, pending completion of the section 254 proceeding, the
incumbent LECs would continue to provide exchange access pursuant to their intrastate and interstate
carrier-to-carrier access charge tariffs. At the conclusion of the section 254 proceeding, the
Commission would determine whether the incumbent L ECs are entitled to recover any portion of those
revenues from compstitive carriers and, if so, devise gppropriate mechanisms for doing so. CompTéd
assarts that, by preserving the status quo for exchange access until those issues are fully considered and
resolved, the Commission would ensure that the 1996 Act does not cause any unnecessary short-term
disruption to carriers or consumers.'*®

666. The Western Alliance contends that states should have authority to order the recovery of
lost contribution through access charges until explicit and competitively neutra support mechanisms are
in place® Similarly, the M assachusetts Commission argues that the states should have authority to
include universa service subsdiesin the rates for interconnection during this period. The
M assachusetts Commission further contends that prohibiting states from exercising this authority will
promote inefficient competition and ultimately could result in confiscation clams being filed by
incumbent LECs'*®

1655 See, e.g., Alabama Commission comments at 24-25; Bay Spring€t al. comments at 16; Bell South comments at

57; Matanuska Tel. comments at 2-3; TDS comments at 20; SBC comments at 89; Western Alliance comments at 6-7;
but see Bell South comments at 57 (if the universal service proceeding establishes afederal fund or if the states
establish explicit funds, there will be no need for subsidies to be built into interconnection and unbundled network
element rates).

105 Attorneys General reply at 10-11.

1T AT& T comments at 73.

1658 CompTel comments at 84.

1659 \W estern Alliance comments at 6-7.

1660 M ass. Commission comments at 9-10.
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667. Some parties take the postion that "play or pay" proposas incorporate implicit subsidies
into rates for interconnection and unbundled network eements and are therefore inconsstent with the
1996 Act.*®®* They further argue that such programs violate the 1996 Act because they do not require
al telecommunications carriers to contribute on an equitable and nondiscriminatory bass and do not
qudify as "specific, predictable and sufficient mechanisms' to preserve and advance universa
ml Ce.1662

668. Other commenters argue, however, that the 1996 Act permits reasonable differencesin
interconnection rates charged to carriers so long as Smilarly-situated carriers are treated alike. They
maintain that the anti-discrimination provisons of the 1996 Act only prohibit unreasonable
discrimination. Thus, they contend that "play or pay" schemes are consistent with the 1996 Act.**
Severd parties so contend that such schemes are authorized by the reservation of state power to
adopt and implement universa service measures in section 254.°* Moreover, the New Y ork
Commisson argues that the section 254(e) requirement that universal service funding must be explicit
gpplies only to the federd Universal Service Fund, which is yet to be established, and not to Sate
initiatives'*®

669. Some commenters urge the Commission to address universal service in the section 254
proceeding rather than in the section 251/252 interconnection proceeding.**® Other commenters
suggest that universal service, access restructure, and interconnection issues should be addressed in a
coordinated manner or in a consolidated proceeding.'®®’

670. Fifth Amendment Issues. Severad incumbent LECs claim that use of a L RIC-basd
pricing methodology that does not permit recovery of at least joint and common costs and a reasonable

1661 See, e.g., Frontier comments at 23; Teleport comments at 48-49; Texas Public Utility Counsel comments at 35-36;
WinStar reply at 14 n.20.

1862 \WinStar comments at 40;see also Texas Public Utility Counsel comments at 35.
1%%% See, e.g., New Y ork Commission comments at 15-18; NYNEX comments at 91-97.
1%%4 NYNEX comments at 95-97; New Y ork Commission reply at 6.

1085 New Y ork Commission reply at 6.

165 Seg, e.g., Competition Policy Institute comments at 13-14; F. Williamson comments at 8; Texas Public Utility
Counsel comments at 36; ALTSreply at 35.

1657 Seg, e.g., Ad Hoc Telecommunications Users Committee comments at 35; TDS comments at 20.

327



Federd Communications Commisson 96-325

profit congtitutes unlawful confiscation in violation of the Fifth and Fourteenth Amendments.**® Other
L ECsfurther argue thet, in order to avoid an uncondtitutiond taking, any pricing rules we adopt must
enable them to recover totd codts, including historical or embedded costs.**® Generaly, these parties
contend that prices limited by a forward-looking economic cost methodology do not permit an
incumbent LEC to remain profitable over time because LRIC fails to recover total costs.’*™® They
assart that, if the Commission decides now, long after those costs have been sunk, to bar compensatory
returns, it will violate due process and undermine the incumbent LECS legitimate, investment-backed
expectations.*”*  Such interference with legitimate investor expectations, they contend, condtitutes an
unlawful taking.**”?  GTE contends that Commission adoption of a pure TSLRIC methodology would
represent an uncondtitutiond taking, because it would require use of the incumbent LEC's physical
property, thus giving rise to an obligation to provide just compensation.'¢”

671. Other parties, including the Department of Justice and new entrants, contend that usng a
forward-looking cost-based pricing methodology for setting the rates for interconnection and unbundled
elements does not condtitute an unlawful taking.**™ These commenters point out that many state
commissions aready utilize a forward-looking cost-based pricing methodology.**”™ They dso argue
that, because forward-looking cost-based rates capture all costs for interconnection and unbundled
network eements, including the risk-adjusted cost of capita, such a methodology would not result in an
unlawful taking*”® These parties further assart that the LECS takings claims are premature, not

1668 See, e.g., GTE comments at 65-71; MECA comments at 42; Puerto Rico Telephone Company reply at 11-12;
PacTel comments at 67.

1669 See, e.g., NYNEX comments at 43-44; PacTel comments at 65-66; SNET comments at 29; Roseville Tel. comments
at 6-7.

1670 See, e.g., Ameritech comments at 62-70; GTE comments at 68-71, reply at 31-32; USTA comments at 39-42.
167! See, e.g., GTE comments at 66-71, reply at 31-33; USTA comments at 40-45, reply at 21-25, 32-34.

1672 Id

1673 See GTE comments at 65-67.

1°7" See, e.g, ALTSreply at 8-11; AT& T comments at 70-71; CompTel reply at 37-40; DoJreply at 13, 16-19; MClI
reply at 18-20.

1°7° See, e.9, AT& T comments at 49-50; Cable & Wirelessreply at 24-25; MCl reply at 19. AT& T also notes that
when U S West and BellSouth have been new entrants into markets, they have advocated aL RIC approach. AT& T
comments at 50-51 n.72.

1676 See, e.g., Frontier reply at 14; MCl reply at 18-19.
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demonstrated with sufficient specificity, and overstate the scope of the conditutiona guarantee.*®””
Commenters note that no incumbent LEC has made any effort to demondrate the actud impact of a

L RIC-basad pricing methodology on its "financia integrity."**”® These parties contend that there isno
unconditutiona imparment if the shortfdl is not sufficient to jeopardize the operating and financia
integrity of the utility. Findly, these commenters maintain thet there is no condtitutiona right to a
particular rate-setting methodology (i.e., hitorical cost) and there are no genera principles that require
every component of an integral whole of a utility service to show a profit. 6

3 Discussion

672. Overview. Having concluded in Section 11.D., above, that we have the requisite lega
authority and that we should establish nationd pricing rules, we conclude here that prices for inter-
connection and unbundled eements pursuant to sections 251(c)(2), 251(c)(3), and 252(d)(1), should
be st at forward-looking long-run economic cost. In practice, this will mean that prices are based on
the TSLRIC of the network eement, which we will cal Tota Element Long Run Incremental Cost
(TELRIC), and will include a reasonable dlocation of forward-looking joint and common costs. The
1996 A.ct encourages comptition by removing barriers to entry and providing an opportunity for
potential new entrants to purchase unbundled incumbent LEC network elements to compete efficiently
to provide local exchange services. We believe that the prices that potential entrants pay for these
elements should reflect forward-looking economic cogtsin order to encourage efficient levels of
investment and entry.

673. In this section, we describe this forward-looking, cost-based pricing standard in detail.
Fird, we define the terms we are using, explain how the methodology we are adopting differs from
other costing approaches, and describe how it should be implemented. In particular, we explain that
the price of a network eement should include the forward-looking costs that can be attributed directly
to the provison of services using that eement, which includes a reasonable return on invesment (i.e.,
"profit"), plus a reasonable share of the forward-looking joint and common costs. Second, we address
potentia cost measures that must not be included in a TELRIC analys's, such as embedded (or
historical) costs, opportunity costs, or universal service subsdies. Findly, we refute arguments that this
methodology would violate the incumbent LECS rights under the Fifth Amendment.

1877 Seg, e.g., DoJdreply at 16-18.
%78 DoJreply at 16-18; MCl reply at 18.

1679 See, e.9., Jones Intercable reply at 16-17.
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@ Total Element Long Run Incremental Cost

674. Definitions of Terms. In light of the various possible definitions of a number of the
critica economic terms used in this context, we begin by defining terms as we use them in this Order.
Specificaly, we provide definitions for the following terms. “incrementa cot;" "economic cost;”
"embedded or accounting cog;" "joint cogt;” "common cost;" "long run incrementa cog;” "tota service
long run incrementa cog;" "total eement long run incrementa cog.” In addition to defining these terms,
we explain the economic rationae behind the concepts.

675. Incremental costs are the additiona costs (usualy expressed as a cost per unit) that afirm
will incur as aresult of expanding the output of agood or service by producing an additiona quantity of
the good or service.'®  Incremental costs are forward-looking in the sense that these costs are
incurred as the output level changes by a given increment.*® The costs that are considered incremental
will vary greeily depending on the Sze of the increment. For example, the incremental cost of carrying
an additiond cal from aresdence that is aready connected to the network to its end office is virtually
zero. Theincrementa cost of connecting a new residence to its end office, however, isthe cost of the
loop. Forward-looking incrementa codts, plus a portion of the forward-looking joint and common
costs, are sometimes referred to as "economic costs.” Embedded or accounting costs are costs that
firmsincurred in the past for providing a good or service and are recorded as past operating expenses
and depreciation. Due to changesin input prices and technologies, incrementa costs may differ from
embedded codts of that same increment. In competitive markets, the price of agood or service will
tend towardsiits long-run incrementa cog.

676. Certain types of costs arise from the production of multiple products or services. We use
the term "joint cogts' to refer to costs incurred when two or more outputs are produced in fixed
proportion by the same production process (i.e., when one product is produced, a second product is
generated by the same production process a no additiona cost). The term "common costs' refersto
cogts that are incurred in connection with the production of multiple products or services, and remains
unchanged as the relative proportion of those products or services varies (e.g., the salaries of corporate
managers). Such costs may be common to al services provided by the firm or common to only a
subset of those services or dements. If acost is common with respect to a subset of services or
elements, for example, afirm avoids that cost only by not providing each and every service or dement
in the subset. For the purpose of our discussion, we refer to joint and common costs as Smply
common costs unless the didtinction is relevant in a particular context.

1680 See 1 Alfred KahnThe Economics of Regulation66 (1971); William Baumol and Gregory SidakToward
Competition in Local Telephony57 (1994).

1881 William Baumol and Gregory SidakToward Competition in Local Telephonyb7 (1994).
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677. Theterm "long run,” in the context of "long run incrementa cogt,” refersto a period long
enough so that dl of afirm's costs become variable or avoidable.®® The term "totd service" in the
context of TSLRIC, indicates that the relevant increment is the entire quantity of the service that afirm
produces, rather than just a margind increment over and above agiven leve of production. Depending
on what services are the subject of a study, TSLRIC may be for asingle service or a class of amilar
sarvices. TSLRIC includes the incremental costs of dedicated facilities and operations that are used by
only the servicein question. TSLRIC aso includes the incrementa costs of shared facilities and
operations that are used by that service aswell as other services.

678. While we are adopting a verson of the methodology commonly referred to as TSLRIC
as the bagsfor pricing interconnection and unbundled eements, we are coining the term "total eement
long run incrementa cost” (TELRIC) to describe our verson of this methodology. The incumbent LEC
offerings to be priced using this methodology generdly will be "network eements’™ rather than
"telecommunications services" as defined by the 1996 Act.'®* More fundamentally, we believe that
TELRIC-based pricing of discrete network elements or facilities, such asloca loops and switching, is
likely to be much more economicaly rationd than TSLRIC-based pricing of conventiona services, such
as interdtate access service and local resdentia or business exchange service. Asdiscussed in greater
detail below, separate telecommunications services are typicaly provided over shared network
facilities, the costs of which may be joint or common with respect to some services. The costs of loca
loops and their associated line cards in local switches, for example, are common with respect to
interstate access service and loca exchange service, because once these facilities are indtalled to
provide one service they are able to provide the other at no additional cost. By contrast, the network
elements, as we have defined them,*®®* largely correspond to distinct network facilities. Therefore, the
amount of joint and common codts that must be dlocated among separate offeringsis likely to be much
smdler usng a TEL RIC methodology rather than a TSLRIC approach that measures the costs of
conventiond sarvices. Becauseit is difficult for regulators to determine an economicaly-optima
dlocation of any such joint and common costs, we believe that pricing eements, defined as facilities
with associated features and functions, is more reliable from the sandpoint of economic efficiency than
pricing services that use shared network facilities.

679. Description of TELRIC-Based Pricing Methodology. Adopting a pricing methodology
based on forward-looking, economic costs best replicates, to the extent possible, the conditions of a

1%%2 See, e.g., William Baumol ,Economic Theory and Operations Analysi®90 (4th ed. 1977) ("The very long runisa
period so long that all of the firm's present contracts will have run out, its present plant and equipment will have
been worn out or rendered obsolete and will therefore need replacement, etc.”).

1083 47 U.S.C. §8 3(29), 3(46).

1684 See supra Section V.
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competitive market. In addition, aforward-looking cost methodology reduces the ability of an
incumbent LEC to engage in anti-competitive behavior. Congress recognized in the 1996 Act that
access to the incumbent LECS bottleneck facilitiesis critical to making meaningful competition possible.
Asaresult of the availability to competitors of the incumbent LEC's unbundled elements at thelr
economic cog, consumers will be able to regp the benefits of the incumbent LECS economies of scae
and scope, as well as the benefits of competition. Because a pricing methodology based on forward-
looking costs Smulates the conditions in a competitive marketplace, it alows the requesting carrier to
produce efficiently and to compete effectively, which should drive retail pricesto their competitive
levels. We believe that our adoption of a forward-looking cost-based pricing methodology should
facilitate competition on a reasonable and efficient bass by dl firmsin the industry by establishing prices
for interconnection and unbundled e ements based on costs smilar to those incurred by the incumbents,
which may be expected to reduce the regulatory burdens and economic impact of our decision for
many parties, including both smal entities seeking to enter the local exchange markets and small
incumbent LECs'®*

680. We note that incumbent L ECs have grester access to the cost information necessary to
caculate the incremental cost of the unbundled eements of the network. Given this asymmetric access
to cost data, we find that incumbent LECs must prove to the state commission the nature and magnitude
of any forward-looking cost that it seeks to recover in the prices of interconnection and unbundled
network elements.

681. Some parties express concern that the information required to compute prices based on
forward-looking costs is inherently so hypothetical asto be of little or no practica value.’®® Based on
the record before us, we disagree. A number of gates, which ultimately will have to review forward-
looking cogt studiesin carrying out their duties under section 252, either have aready implemented
forward-looking, incremental costing methodologies to set prices for interconnection and unbundled
network eements or support the use of such an approach.’®®” While these states have applied
somewhat different definitions of, and gpproaches to setting prices developed on, an incremental cost
methodology, the record demonstrates that such approaches are practica and implementable.

1685 See Regulatory Flexibility Act, 5 U.S.C. 88 60%t seq.
1686 See, e.g., GVNW comments at 35; NY NEX comments at 54; USTA comments at 47-50.

1687 See, e.g., Louisiana Commission comments at 4; Texas Commission comments at 22; Washington Commission
comments at 25; California Commission comments at 28-29; Colorado Commission comments at 35; Maryland
Commission comments at 7-8; Oklahoma Commission comments at Attachment A (Oklahoma Corporation
Commission Telephone Rules, OAC 165:55) pp. 10-11. The Wyoming and Florida commissions have indicated their
support for such an approach. See Wyoming Commission comments at 27 (supporting uniform use of TSLRIC
costing methods so long as details | eft to states)see al so Florida Commission comments at 26 (TSLRIC may be
appropriate to set cost standard for a price floor).
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682. We conclude that, under a TEL RIC methodology, incumbent LECS prices for inter-
connection and unbundled network elements shall recover the forward-looking costs directly
attributable to the specified eement, aswell as a reasonable alocation of forward-looking common
costs. Per-unit costs shall be derived from total costs using reasonably accurate "fill factors' (estimates
of the proportion of afacility that will be "filled" with network usage); that is, the per-unit costs
associated with a particular ement must be derived by dividing the total cost associated with the
element by a reasonable projection of the actud total usage of the element. Directly attributable
forward-looking costs include the incrementa costs of facilities and operations that are dedicated to the
eement. Such codts typicaly include the investment costs and expenses related to primary plant used
to provide that element. Directly attributable forward-looking costs aso include the incremental costs
of shared facilities and operations. Those costs shdl be attributed to specific lements to the greatest
extent possible®® For example, the costs of conduits shared by both trangport and local loops, and
the costs of centrd office facilities shared by both loca switching and tandem switching, shal be
attributed to specific elements in reasonable proportions. More broadly, certain shared cods that have
conventionally been trested as common costs (or overheads) shal be attributed directly to the individual
elements to the greatest extent possble. The forward-looking cogts directly attributable to local loops,
for example, shdl include not only the cost of the ingtalled copper wire and telephone poles but aso the
cost of payroll and other back office operations relating to the line technicians, in addition to other
attributable costs.

683. Forward-looking cost methodologies, like TELRIC, are intended to consider the costs
that a carrier would incur in the future. Thus, a question arises whether costs should be computed
based on the least-cost, mogt efficient network configuration and technology currently available, or
whether forward-looking cost should be computed based on incumbent LECs exigting network
infragtructures, taking into account changes in depreciation and inflation. The record indicates three
generd approachesto thisissue. Under the first gpproach, the forward-looking economic cost for
interconnection and unbundled e ements would be based on the mogt efficient network architecture,
9zing, technology, and operating decisons that are operationally feasible and currently available to the
industry. Prices based on the least-cost, most efficient network design and technology replicate
conditionsin a highly competitive marketplace by not basing prices on exigting network desgn and
investments unless they represent the least-cost systems available for purchase. This approach,
however, may discourage facilities-based competition by new entrants becalise new entrants can use
the incumbent LEC's existing network based on the cost of a hypothetical least-cost, most efficient
network.

1688 Compare Telephone Company-Cable Television Cross-Owner ship Rule€C Docket No. 87-266, M emorandum
Opinion and Order on Reconsideration and Third Further Notice of Proposed Rulemaking, 10 FCC Rcd 244, 345-46
(1994).
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684. Under the second approach, the cost of interconnection and unbundled network eements
would be based on existing network design and technology that are currently in operation.™®* Because
this gpproach is not based on a hypothetica network in the short run, incumbent LECs could recover
costs based on their existing operations, and prices for interconnection and unbundled eements that
reflect inefficient or obsolete network design and technology. Thisis essentidly an embedded cost
methodology.

685. Under the third approach, prices for interconnection and access to unbundled eements
would be developed from a forward-looking economic cost methodology based on the most efficient
technology deployed in the incumbent LEC's current wire center locations. This gpproach mitigates
incumbent LECs concerns that a forward-looking pricing methodology ignores exigting network design,
while basing prices on efficient, new technology that is compatible with the exigting infrastructure. This
benchmark of forward-looking cost and existing network design most closgly represents the
incrementa codts that incumbents actually expect to incur in making network elements avallable to new
entrants. Moreover, this gpproach encourages facilities-based competition to the extent that new
entrants, by designing more efficient network configurations, are able to provide the service a alower
cost than the incumbent LEC. We, therefore, conclude that the forward-looking pricing methodology
for interconnection and unbundled network elements should be based on costs that assume that wire
centers will be placed at the incumbent LEC's current wire center locations, but that the reconstructed
local network will employ the most efficient technology for reasonably foreseeable capacity
requirements.

686. We agree with USTA, Bdll Atlantic, and BellSouth that, as a theoretica matter, the
combination of sgnificant sunk investment, declining technology costs, and competitive entry may
increase the depreciation costs and cost of capital of incumbent LECs. We do not agree, however,
that TSLRIC does not or cannot account for risks that an incumbent LEC incurs because it has sunk
investments in facilities. On the contrary, properly designed depreciation schedules should account for
expected declinesin the value of capital goods. Both AT& T and M Cl gppear to agree with this
proposition.’*® For example, AT& T dates, "[i]n order to estimate TSLRIC, one must paform a
discounted cash flow analysis of the future costs associated with the decisontoinvest . . . . Onetime
costs associated with the acquigition of capital goods are amortized over the economic life of the assets
using the user cost of capitdl . . ., which requires accounting for both expected capital good price

1%%% See, e.g., BellSouth reply at 37; Roseville Tel. reply at 8; USTA reply at 18-19.

1%% See L etter from Leonard S. Sawicki, Director, FCC Affairs, MCI Telecommunications Corp. to William F. Caton,
Acting Secretary, FCC, July 24, 1996 at Attachment (Depreciation and Capital Recovery Issues. A Response to
Professor Hausman), pp.1-3;see also L etter from Richard N. Clarke, AT& T, to William F. Caton, Acting Secretary,
FCC, July 19, 1996 at Attachment (Capital Recovery Issuesin TSLRIC Pricing: Response to Professor Jerry A.
Hausman).
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changes and economic depreciation."*** M oreover, we are confident that parties to an arbitration
with TELRIC studies can propose specific depreciation rate adjustments that reflect expected asset
vaues over time.

687. Asnoted, we aso agree that, as a matter of theory, an increase in risk due to entry into
the market for local exchange service can increase aLEC's cost of capital. We believe that this
increased risk can be partidly mitigated, however, by offering term discounts, since long-term contracts
can minimize the risk of stranded investment. In addition, growth in overall market demand can
increase the potentid of the incumbent LEC to use some of its displaced facilities for other purposes.
Ovedl, we think that these factors can and should be captured in any LRIC modd and therefore we
do not agree that this requires a departure from the general principle of forward-looking cost-based
pricing for network elements.

688. We are not persuaded by USTA's argument that forward looking methodologiesfail to
adjust the cost of capitd to reflect the risks associated with irreversible investments and that they are
"biased downward by afactor of three” First, USTA's argument unredlisticaly assumes that
compstitive entry would be ingantaneous. The more reasonable assumption of entry occurring over
time will reduce the cogts associated with sunk investment. Second, we find it unlikely that investment
in communications equipment is entirely irreversible or that such equipment would become vaudess
once facilities-based competition begins. In agrowing market, there most likely would be demand for
at least some embedded telecommunications equipment, which would therefore retain itsvaue. Third,
contractua arrangements between the new entrant and the incumbent that specificaly address USTA's
concerns and protect incumbent's investments during trangtion can be established.

689. Finaly we are not persuaded that the use by firms of hurdle rates that exceed the market
cost of capitd is convincing evidence that sunk investments significantly increase afirm's cost of capitd.
An dterndive explanation for this phenomenon is that the process that firms use to choose among
investment projects results in overestimates of their returns. Firms therefore use hurdle rates in excess
of the market cost of capital to account for these overestimates.**

1691 etter from Richard N. Clarke, AT& T, to William F. Caton, Acting Secretary, FCC, July 19, 1996 at Attachment
(Capital Recovery Issuesin TSLRIC Pricing: Response to Professor Jerry A. Hausman), p.8.

1992 See Richard Thaler, The Winner's Cursg 2 J. Econ. Perspectives 201 (1988); K eith BrowriNote on the Apparent
Bias of Net Revenue Estimates for Capital Investment Project29 J. Fin. 1215-16 (1974); Daniel Kahneman and
Daniel Lovallo, Timid Choices, Bold Forecasts39 Management Science 17, 28 (1993). In addition, we note that
Hausman's arguments that TSL RIC method underestimate the true cost of an element apply only to the capital
expense associated with an element and not to the operating expense.
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690. Summary of TELRIC Methodology. The following summarizes our conclusons
regarding setting prices of interconnection and access to unbundled network elements based on the
TELRIC methodology for such dements. The increment that forms the basis for a TELRIC study shdl
be the entire quantity of the network element provided. Aswe have previoudy stated, dl costs
associated with the providing the element shdl be included in the incrementa cost. Only forward-
looking, incrementa cogts shdl be included ina TELRIC sudy. Costs must be based on the incumbent
LEC's exising wire center locations and most efficient technology available,

691. Any function necessary to produce a network element must have an associated cost. The
sudy must explain with specificity why and how specific functions are necessary to provide network
elements and how the associated costs were developed. Only those costs that are incurred in the
provison of the network eementsin the long run shal be directly attributable to those dements. Cogts
must be attributed on a cost-causative basis. Codts are causally-related to the network element being
provided if the costs are incurred as a direct result of providing the network elements, or can be
avoided, in the long run, when the company ceases to provide them. Thus, for example, the forward-
looking cogts of capital (debt and equity) needed to support investments required to produce a given
element shall be included in the forward-looking direct cost of that element. Directly attributable costs
shdl include codts such as certain adminigrative expenses, which have traditionally been viewed as
common codts, if these cogts vary with the provison of network dements. Retailing costs, such as
marketing or consumer billing costs associated with retail services, are not attributable to the production
of network dements that are offered to interconnecting carriers and must not be included in the
forward-looking direct cost of an element.

692. In a TELRIC methodology, the "long run” used shdl be a period long enough that dl
codts are treated as variable and avoidable.™* This"long run" approach ensures that rates recover not
only the operating cogs that vary in the short run, but also fixed invesment cogts that, while not variable
in the short term, are necessary inputs directly attributableto providing the element.

693. States may review a TELRIC economic cost study in the context of a particular
arbitration proceeding, or they may conduct such studiesin a rulemaking and apply the results in various
arbitrations involving incumbent LECs. In the latter case, states must replace any interim rates'® setin
arbitration proceedings with the permanent rate resulting from the separate rulemaking. This permanent
rate will take effect at or about the time of the conclusion of the separate rulemaking and will gpply from
that time forward.

1693 See 1 Alfred E. KahnThe Economics of Regulation: Principles and I nstitutiong0-71 (1988).

169 Seeinfra, Section VI1.C., discussing default proxy price ceilings and ranges.
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694. Forward-Looking Common Costs. Certain common cods are incurred in the provision
of network elements. As discussed above, some of these costs are common to only a subset of the
elements or services provided by incumbent LECs. Such cogts shall be alocated to that subset, and
should then be dlocated among the individua elements or servicesin that subst, to the grestest
possible extent. For example, shared maintenance facilities and vehicles should be alocated only to the
elements that benefit from those facilities and vehicles. Common costs o include costs incurred by
the firm's operations as awhole, that are common to al services and dements (e.g., salaries of
executives involved in overseaing al activities of the busness), dthough for the purpose of pricing inter-
connection and access to unbundled elements, which are intermediate products offered to competing
carriers, the relevant common costs do not include billing, marketing, and other cogts attributable to the
provision of retail sarvice™* Given these common costs, setting the price of each discrete network
element based solely on the forward-looking incremental costs directly attributable to the production of
individual elements will not recover the total forward-looking costs of operating the wholesde
network.’**®  Because forward-looking common costs are consistent with our forward-looking,
economic cost paradigm, a reasonable measure of such cogts shdl be included in the prices for
interconnection and access to network elements.

695. The incumbent LECs generdly argue that common costs are quite significant,**” while
severd other parties maintain that these amounts are minimal. ***® Because the unbundled network
elements correspond, to a great extent, to discrete network facilities, and have different operating
characterigtics, we expect that common cogts should be smdler than the common costs associated with
the long-run incrementa cost of aservice. We expect that many facility cogts that may be common
with respect to the individual services provided by the facilities can be directly attributed to the facilities
when offered as unbundled network elements. Moreover, defining the network eements at ardatively
high leve of aggregation, as we have done,*** should aso reduce the magnitude of the common costs.
A properly conducted TELRIC methodology will attribute costs to specific elements to the greetest
possible extent, which will reduce the common cods. Nevertheless, there will remain some common
costs that must be dlocated among network elements and interconnection services. For example, at
the sub-dement leve of study (e.g., identifying the respective costs of 2-wire loops, 4-wire loops,

169 See infra, Section V111.B., describing "avoided costs" in the resale context.
10% See, e.9, AT& T comments at 61-66; Teleport comments at 47-48.

%97 See, e.9., PacTel reply at 27-28;see also Cincinnati Bell reply at 10; USTA comments at Attachment 1 (Affidavit
of Jerry A. Hausman), p.4 n.1.

16% See, e.g., Competition Policy Institute comments at 19; M Cl comments at 66; Texas Public Utility Counsel
comments at 24.

1699 See supra, Section V ., discussing unbundling requirements.
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ISDN loops, and so on), common costs may be a significant proportion of al the cogts that must be
recovered from sub-dlements. Given the likely asymmetry of information regarding network costs, we
conclude that, in the arbitration process, incumbent LECs shdl have the burden to prove the specific
nature and magnitude of these forward-looking common costs.

696. We conclude that forward-looking common cogts shall be dlocated anong e ements and
services in a reasonable manner, consstent with the pro-competitive goals of the 1996 Act. One
reasonable alocation method would be to dlocate common costs using afixed dlocator, such asa
percentage markup over the directly attributable forward-looking costs. We conclude that a second
reasonable dlocation method would alocate only areatively smal share of common coststo certain
critical network elements, such asthe local loop and collocation, that are most difficult for entrants to
replicate promptly (i.e., bottleneck facilities). Allocation of common costs on this bass ensures that the
prices of network eementsthat are least likely to be subject to competition are not artificidly inflated by
alarge alocation of common costs. On the other hand, certain other allocation methods would not be
reasonable. For example, we conclude that an dlocation methodology that relies exclusively on
alocating common cogsin inverse proportion to the sengtivity of demand for various network elements
and services may not be used.""® We conclude that such an alocation could unreasonably limit the
extent of entry into loca exchange markets by alocating more codts to, and thus raising the prices of,
the mogt critica bottleneck inputs, the demand for which tendsto be relatively indastic. Such an
alocation of these costs would undermine the pro-compstitive objectives of the 1996 Act.

697. We bdlieve that our treatment of forward-looking common costs will minimize regulatory
burdens and economic impact for al partiesinvolved in arbitration of agreements for interconnection
and access to unbundled eements, and will advance the 1996 Act's pro-competitive objectives for
local exchange and exchange access markets.'™ In our decisonmaking, we have considered the
economic impact of our rulesin this section on smdl incumbent LECs. For example, athough opposed
to the use of aforward-looking, economic cost methodology, small incumbent LECs favor the recovery
of joint and common cogsin the event the Commission adopts forward-looking cost methodology.
We are adopting such an approach. Moreover, the cost-based pricing methodology that we are
adopting is designed to permit incumbent LECs to recover their economic costs of providing
interconnection and unbundled eements, which may minimize the economic impact of our decisons on
incumbent LECs, including smdl incumbent LECs. We dso note that certain small incumbent LECs are

7% See Frank P. Ramsey,A Contribution to the Theory of Taxation37 Econ. J. 47 (1927);see generallyK enneth E.
Train, Optimal Regulation: The Economic Theory of Natural Monopol$%15-40 (1992) (discussing efficiency
properties of Ramsey prices); Bridger M. Mitchell & Ingo V ogelsand,elecommunications Pricing: Theory and
Practice43-61 (1991). The sensitivity of demand is measured by the elasticity of demand, which is defined as the
percentage change in the quantity of a service demanded for a one per cent change in price.

1701 See Regulatory Flexibility Act, 5 U.S.C. 88 60%t seq,.
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not subject to our rules under section 251(f)(1) of the 1996 Act, unless otherwise determined by a date
commission, and certain other smal incumbent LECs may seek relief from their state commissions from
our rules under section 251(f)(2) of the 1996 Act.**

698. We further conclude that, for the aggregeate of al unbundlied network eements, incumbent
LECs mugt be given a reasonable opportunity to recover their forward-looking common costs
attributable to operating the wholesale network. In no instance should prices exceed the stand-aone
cost for a specific dement, and in most cases they should be below stand-aone costs. Stand-alone
cogts are defined as the forward-looking cost that an efficient entrant would incur in providing a given
element or any combination of ements. No price higher than stand-adone cost could be sustained ina
market from which entry barriers were completely absent. Where there are few common codts, there is
likely to be only aminimal difference between the forward-looking costs that are directly attributable to
the particular lement, which excludes these cogts, and stand-alone cost, which includes al of them.
Network eements should not, however, be priced at levels that would enable the incumbent LEC to
recover the same common costs multiple times from different dements. Any multiple recovery would
be unreasonable and thus in violation of the statutory standard. Further, we note that the sum of the
direct cogts and the forward-looking common codts of al dementswill likely differ from the incumbent
LEC's higtoricd, fully digtributed cogts.

699. Reasonable Return on Investment and "Profit." Section 252(d)(1) states that rates
for interconnection and access to unbundled dements "may include a reasonable profit." ** Wefind
that the TELRIC pricing methodology we are adopting provides for such a reasonable profit and thus
no additiona profit isjudtified under the Satutory language. We note there are two types of profit.
Firg, in plain English, profit is defined as "the excess of returns over expenditure in atransaction or a
series of transactions."*™ Thisisaso known asa"normd" profit, which is the total revenue required to
cover dl of the costs of afirm, including its opportunity costs.™® Second, there is "economic” profit,
which isany return in excess of norma profit."® Thus, for example, if the normd return in an industry
is 10 percent and afirm earns areturn of 14 percent, the economic profit for that firm is 4 percen.
Economic is aso referred to as "supranormd” profit. We conclude that the definition of "norma™ profit
isembodied in "reasonable profit" under Section 252(d)(1).

1792 47 U.S.C. § 251(f).

179 47 U.S.C. § 252(d)(D).

1704 Webster's New Collegiate Dictionary931 (10th ed. 1994).

1795 See David W. Pearce, The MIT Dictionary of Modern Economic$1994) at 310.

1708 1d. at 415.
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700. The concept of normd profit is embodied in forward-looking costs because the forward-
looking cost of capitd, i.e., the cost of obtaining debt and equity financing, is one of the forward-
looking costs of providing the network ements. This forward-looking cost of capitd isequd to a
normd profit. We conclude that alowing greater than normal profits would not be "reasonable”’ under
sections 251(c) and 252(d)(1).*"”" Thus, contrary to the arguments put forth by severa incumbent
LECs, we find that adding an additional measure of profit to the risk-adjusted cost of capital **® in
setting the prices for interconnection and access to unbundled elements would violate the requirements
of sections 251(c) and 252(d)(1) of the 1996 Act.

701. Possble accounting losses from the sale of interconnection and unbundled network
elements using a reasonable forward-looking cost-based methodology do not necessarily indicate that
incumbent LECs are being denied a "reasonable profit" under the statute. The use of aforward-
looking, economic, cost-based pricing methodology, including a reasonable dlocation of legitimate joint
and common costs, will permit incumbent LECs the opportunity to earn a reasonable return on their
investment in network dements. Findly, contrary to PacTd's argument, and as discussed below in

1797 \We note that our interpretation is consistent with existing Supreme Court precedent concerning what constitutes
areasonable rate of return for aregulated public utility. For example, iBluefield Water Works the Court stated:

A public utility is entitled to such rates as will permit it to earn areturn on the value of the
property which it employs for the convenience of the public equal to that generally being made at
the same time and in the same general part of the country on investments in other business
undertakings which are attended by corresponding risks and uncertainties; but it has no
constitutional right to profits such as are realized or anticipated in highly profitable enterprises or
speculative ventures.

Bluefield Water Works & Improvement Co. v. Public Service Comm'n of West Virgini262 U.S. 679, 692-93 (1923).
Similarly, inFPC v. Hope Natural Gasthe Court stated:

... itisimportant that there be enough revenue not only for operating expenses but also for the
capital costs of the business. These include service on the debt and dividends on the stock . . . By
that standard the return to the equity owner should be commensurate with risks on investmentsin
other enterprises having corresponding risks. That return, moreover, should be sufficient to
assure confidence in the financial integrity of the enterprise, so asto maintain its credit and to
attract capital.

Federal Power Comm'n v. Hope Natural Gas C0.320 U.S. 591, 603 (1994) Hope Natural Gag. Cf., CharlesF.
Phillips, Jr., The Economics of Regulation260 (Rev. ed. 1965) (. . . aregulated company must be afforded the
opportunity not only of assuring its financial integrity so that it can maintain its credit standing and attract
additional capital as needed, but also for earnings comparable to those of other companies having corresponding
risks.").

1798 See supr a, this Section, for a discussion of risk-adjusted cost of capital.
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detail, we conclude that our forward-looking cost-based pricing methodology is consistent with the
Fifth Amendment and is not confiscetory.

702. Based on the current record, we conclude that the currently authorized rate of return at
the federd or Sate leve is areasonable Sarting point for TELRIC caculations, and incumbent LECs
bear the burden of demongtrating with specificity that the business risks that they face in providing
unbundled network elements and interconnection services would judtify a different risk-adjusted cost of
capital or depreciation rate. These dements generdly are bottleneck, monopoly services that do not
now face sgnificant competition. We recognize that incumbent LECs are likely to face increased risks
given the overd| increases in competition in thisindustry, which generaly might warrant an increased
cost of capita, but note that, earlier thisyear, we indtituted a preliminary inquiry as to whether the
currently authorized federd 11.25 percent rate of return istoo high given the current marketplace cost
of equity and debt.™ On the basis of the current record, we decline to engage in a time-consuming
examination to determine a new rate of return, which may well require a detailed proceeding. States
may adjust the cost of capitd if a party demondrates to a state commission that either a higher or lower
level of cost of capitd iswarranted, without that commission conducting a "rate-of-return or other rate
based proceeding."**® We note that the risk-adjusted cost of capital need not be uniform for all
elements. We intend to re-examine the issue of the appropriate risk-adjusted cost of capitd on an
ongoing bags, particularly in light of the state commissons experiences in addressing thisissue in
gpecific Stuations.

703. We disagree with the conclusion that, when there are mostly sunk costs, forward-looking
economic costs should not be the basis for pricing interconnection dements. The TELRIC of an
element has three components, the operating expenses, the depreciation cogt,*** and the appropriate
risk-adjusted cost of capita. We conclude that an gppropriate caculation of TELRIC will include a
depreciation rate that reflects the true changes in economic vaue of an asset and a cost of capitd that
gppropriately reflects the risks incurred by an investor. Thus, even in the presence of sunk costs,
TELRIC-based prices are an gppropriate pricing methodology.

'7% See Common Carrier Bureau Sets Pleading Schedule in Preliminary Rate of Return Inquirjublic Notice, 11
FCC Rcd 3651 (Com. Car. Bur. 1996).

11947 U.S.C. § 252(d)(1)(A) ().
1711 Depreciation is the method of recognizing as an expense the cost of a capital investment. Properly calculated

economic depreciation is a periodic reduction in the book value of an asset that makes the book value equal to its
economic or market value.
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(b) Cost M easures Not Included in Forward-L ooking
Cost M ethodology

704. Embedded Costs. We read section 252(d)(1)(A)(i) to prohibit states from conducting
traditional rate-of-return or other rate-based proceedings to determine rates for interconnection and access
to unbundled network elements. We find that the parenthetica, " (determined without reference to arate-
of-return or other rate-based proceeding),”*™*? does not further define the type of costs that may be
congdered, but rather specifies atype of proceeding that may not be employed to determine the cost of
interconnection and unbundled network eements. The legidative history demondrates that Congress was
eager to st in motion expeditioudy the development of local competition and intended to avoid imposing
the costs and adminigtrative burdens associated with a traditional rate case. Prior to the joint conference,
the Senate version of the 1996 Act contained the parenthetical language.*™® In addition, the Senate version
of the 1996 Act eliminated rate-of-return regulation,'** as did the House version.”**  Conferees removed
the provisons eiminating rate-of-return regulation, but retained the parenthetical.

705. Section 252(d)(1)(A)(i) does not specify whether historical or embedded costs should be
considered or whether only forward-looking costs should be considered in setting arbitrated rates. We are
not persuaded by incumbent LEC arguments that prices for interconnection and unbundled network
elements must or should include any difference between the embedded cogts they have incurred to provide
those dements and their current economic costs. Neither a methodology that establishes the prices for
interconnection and access to network elements directly on the costs reflected in the regulated books of
account, nor a price based on forward looking costs plus an additional amount reflecting embedded costs,
would be conggtent with the gpproach we are adopting. The substantia weight of economic commentary
in the record suggests that an "embedded cost"-based pricing methodology would be pro-competitor -- in
this case the incumbent LEC -- rather than pro-competition.'*® We therefore decline to adopt embedded

112 47 U.S.C. § 252(d)(1)(A) ).

1713 3, 652, 104th Cong., 1st Sess. § 251(d)(6)(A) (1995) (“the charge (A) shall be (i) based on the cost (determined
without reference to arate-of-return or other rate-based proceeding) of providing the unbundled element . . . .").

17141d. at 8 301(a)(3) ("Rate of Return Regulation Eliminated -- (A) In instituting the price flexibility required under
paragraph (1) the Commission and the States shall establish alternative forms of regulation for Tier 1
telecommunications carriers that do not include regulation of the rate of return earned by such carrier . ...").

1 H.R. 1555, 104th Cong., 1st Sess. § 248(b) (1995) ("Abolition of Rate-of-Return Regulation -- Notwithstanding any
other provision of law, to the extent that a carrier has complied with sections 242 and 244 of this part, the
Commission, with respect to rates for interstate or foreign communications, and State

commissions, with respect to rates for intrastate communications, shall not require rate-of-return regulation.").

1718 Seg, e.g., Ad Hoc Telecommunications Users' Committee reply at Appendix A (Interconnection Pricing Standards
for Monopoly Rate Elementsin a Potentially Competitive Local Telecommunications Market), p.4; ALTS comments
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costs as the appropriate basis of setting prices for interconnection and access to unbundled elements.
Rather, we raterate that the prices for the interconnection and network elements critica to the development
of a competitive loca exchange should be based on the pro-competition, forward-looking, economic costs
of those eements, which may be higher or lower than higtorica embedded costs. Such pricing policies will
best ensure the efficient investment decisions and competitive entry contemplated by the 1996 Act, which
should minimize the regulatory burdens and economic impact of our decisons on amal entities. '™’

706. Incumbent LECs contend generaly that, in order to ensure they will recover their total
investment cogts and earn a profit, they must recover embedded costs. These codts, they argue, were
incurred under federal and regulatory oversight and therefore should be recoverable.*™® We are not
convinced by the incumbent LECs principa arguments for recognizing embedded cost in setting section
251 pricing rules. Even if the incumbent LECS contention is correct, increasing the rates for inter-
connection and unbundled e ements offered to competitors would interfere with the development of efficient
competition, and is not the proper remedy for any past under-depreciation. Moreover, contrary to
assartions by some incumbent L ECs, regulation does not and should not guarantee full recovery of their
embedded costs. Such a guarantee would exceed the assurances that we or the states have provided in the
past.'™ We have consdered the economic impact of precluding recovery of small incumbent LECs
embedded costs.'® We do not believe that basing the prices of interconnection and unbundled elements
on an incumbent LEC's embedded costs would advance the pro-competitive goas of the Satute. We aso
note that certain small incumbent LECs are not subject to our rules under section 251(f)(1) of the 1996
Act, unless otherwise determined by a state commission, and certain other small incumbent LECs may seek
relief from their state commissions from our rules under section 251(f)(2) of the 1996 Act.*™

707. We acknowledge that some incumbent LECs may have incurred certain embedded costs
reasonably before the passage of the 1996 Act, based on different regulatory regimes. Some incumbent
LECs may assart that they have made certain higtoricd investments required by regulators that they have

at Attachment B (Competitive Pricing of Interconnection, Unbundled Elements, and Collocation), pp.28-29; AT& T
reply at Appendix B (Reply Affidavit of William J. Baumol, Janusz A. Ordover, and Robert D. Willig), pp.3-5;
Competition Palicy Institute comments at 18-19; DJ comments at 30-31.

717 See Regulatory Flexibility Act, 5 U.S.C. 88 60%t seq.

71® See, e.g., Ameritech reply at 31; Bell South comments at 57; Lincoln Tel. comments at 16-17.

% See In the Matter of the Applications of Pacific BellOrder and Authorization, 10 FCC Red 12448, 12502-12503
(1995).

1720 See Regulatory Flexibility Act, 5 U.S.C. 88 60kt seq,

1721 47 U S.C. § 251(f).
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been denied a reasonable opportunity to recover in the past and that the incumbent LECs may no longer
have a reasonable opportunity to recover in the new environment of the 1996 Act. The record before us,
however, does not support the concluson that sgnificant resdua embedded costs will necessarily result
from the availability of network eements at economic cods. To the extent that any such resdua congsts of
costs of meeting universal service obligations, the recovery of such costs can and should be considered in
our ongoing universa service proceeding.'? To the extent asignificant residua exists within the interstate
jurisdiction that does not fall within the ambit of section 254, we intend that to address that issue in our
upcoming proceeding on access reform.

708. Opportunity Cost -- Efficient Component Pricing Rule. A number of incumbent LECs
advocate using the "efficient component pricing rule’ (ECPR) to st the prices that incumbent LECs charge
new entrants for inputs required to produce the same retail services the incumbent produces. Under the
ECPR, the price of an input should be equa to the incrementa cost of the input plus the opportunity cost
that the incumbent carrier incurs when the new entrant provides the services ingtead of the incumbent. The
opportunity cost, which is computed as revenues less dl incrementa costs, represents both profit and
contribution to common costs of the incumbent, given the exidting retail prices of the services being sold.

709. We conclude that ECPR is an improper method for setting prices of interconnection and
unbundled network elements because the existing retail prices that would be used to compute incremental
opportunity costs under ECPR are not cost-based. Moreover, the ECPR does not provide any mechanism
for moving prices towards competitive levels; it Smply takes prices as given. The record indicates that both
incumbents and new entrants agree that retail prices are not based on costs. Incumbents generdly argue
that local resdentid retail prices are below costs while new entrants contend that they exceed competitive
levels'® In either case, application of ECPR would result in input prices that would be ether higher or
lower than those which would be generated in a competitive market and would not lead to efficient retall
pricing.

710. In markets where retall prices exceed competitive levels, entry would take place if network
element prices were st a efficient competitive levels. The ECPR, however, will serve to discourage
competition in these very markets because it relies on the prevailing retal price in setting the price which
new entrants pay the incumbent for inputs. While ECPR establishes conditions for efficient entry given
exidting retail prices, asits advocates contend, the ECPR provides no mechanism that will force retail prices
to their compstitive levels. We do not believe that Congress envisioned a pricing methodology for
interconnection and network eements that would insulate incumbent LECS retall prices from competition.
Instead, Congress specifically determined that input prices should be based on costs because this would

1722 See Universal ServiceNPRM at para. 32.

1723 See, e.g., Ameritech comments at 62.
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foster competition in the retail market. Therefore, we rgject the use of ECPR for establishing prices for
interconnection and unbundled eements.

711. Asdiscussed above, the record in this docket shows that end user prices are not cost-based.
In Open Video Systems, in contrast, we did not find that there would be a problem with the determination
of end user prices We concluded that "[u]se of [an ECPR] approach is appropriate in circumstances
where the pricing is applicable [sic] to anew market entrant (the open video system operator) that will face
competition from an existing incumbent provider (the incumbent cable operator), as opposed to
circumgtances where the pricing is used to establish arate for an essentia input service that is charged to a
competing new entrant by an incumbent provider."*> In addition, in Open Video Systems, we concluded
that the ECPR is appropriate because it encourages entry for open video system operators and also
enhances the availability of carriage for unaffiliated programmers.*’® The ECPR generaly protects the
provider's profits and provides opportunities for third parties to use the provider'sinputs. The ECPR does
not provide a mechanism to drive retal pricesto competitive levels, however. In Open Video Systems, we
wanted to encourage entry by open video system providers and to encourage them to have incentives to
open their systems to unaffiliated programmers. Here, our god is to ensure that competition between
providers, including third party providers usng interconnection and unbundled dements, will drive prices
toward competitive levels and thus use of the ECPR is ingppropriate.

712. Universal Service Subsidies. We conclude that funding for any universal service
mechanisms adopted in the universal service proceeding may not be included in the rates for
interconnection, network elements, and access to network eements that are arbitrated by the states under
sections 251 and 252. Sections 254(d) and 254(e) of the 1996 Act mandate that universal service support
be recovered in an equitable and nondiscriminatory manner from dl providers of teecommunications
services™ We conclude that permitting states to include such costsiin rates arbitrated under sections 251
and 252 would violate that requirement by requiring carriers to pay specified portions of such costs solely
because they are purchasing services and elements under section 251. Section 252(d)(1) requires that
rates for interconnection, network elements, and access to network elements reflect the costs of providing
those network elements, not the costs of supporting universal service.

724 mplementation of Section 302 of the Telecommunications Act of 1996 -- Open Video Syster8S Docket No.
96-46, Second Report and Order, FCC 96-249 (rel. June 3, 1996))pen Video System3.

25 d, at 127.
1726 | g,

1727 Joint Explanatory Statement at 131 ("In keeping with the conferees' intent that universal service support should
be clearly identified, [section 254(e)] states that such support should be made explicit . ..").
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713. Section 254(f) provides that a state may adopt equitable, nondiscriminatory, specific, and
predictable mechanisms to advance universa service within that state.’® If a gtate collects universal
service funding in rates for eements and services pursuant to sections 251 and 252, it will be imposing non-
cost based chargesin those rates. Including non-cost based chargesin the rates for interconnection and
unbundled dementsisinconsstent with our rulesimplementing sections 251 and 252 which require that
these rates be cost-based. 1t is also inconsstent with the requirement of section 254(f) that
telecommunications carriers contribute to state universal service on anondiscriminatory bas's, because
telecommunications carriers requesting interconnection or access to unbundled network elements will be
required to make contributions to universal sarvice support through such surcharges. ' States may not,
therefore, include universal service support funding in the rates for elements and services pursuant to
sections 251 and 252, nor may they implement mechanisms that have the same effect. For example, Sates
may not fund universa service support by imposing higher rates for interconnection, unbundled eements, or
transport and termination on carriers that offer service to different types of customers or different
geographic areas. To the extent that New Y ork's "pay or play" system funds universa servicein this
manner, it violates sections 251, 252, and 254 of the 1996 Act. Nothing in the 1996 Act or in this Order,
however, precludes a sate from adopting a universa service funding mechanism, whether interim or
otherwise, if such funds are collected in accordance with section 254(f) on an "equitable and
nondiscriminatory bags' through " specific, predictable, and sufficient mechanisms that do not rely on or
burden Federa universal sarvice support mechanisms." 1

714. Our decison here does not exempt carriers purchasing elements or services under section
251 from contributing to (or possibly receiving) universa service support. Rather, the recovery of universal
service support costs from telecommunications carriers, including carriers requesting unbundled network
elements, will be governed by section 254 of the 1996 Act. Federd universal service support mechanisms
will be determined by our decisions reached in CC Docket 96-45, based on the recommendations of the
Federal/State Universa Service Joint Board, and states may adopt additional universal service support
mechanisms congstent with section 254(f).

715. We are mindful that the requirements of the 1996 Act may be disruptive to existing State
universa service support mechanisms during the period commencing with this order and continuing until we
complete our universal service proceeding to implement section 254. As discussed in the subsection
immediately below, we permit incumbent LECs to continue to recover certain non-cost-based interstate
access charge revenues for alimited period of time, largely because of concerns about possible deleterious

1728 47 U.S.C. § 254(f).
1729 Seeinfra, Section V11.D.3., discussing discrimination.

1730 47 U S.C. § 254(f).
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impacts on universa service. We dso authorize incumbent LECs, for asmilar limited period of time, to
continue to recover explicit intrastate universal service subsdy revenues based on intrastate access charges.
This mechanism minimizes any posshility that implementation of sections 251 and 252 will unduly harm
universal service during the interim period prior to completion of our universal service and access reform
proceedings. Because we conclude this action should adequately provide for the continuation of a portion
of exiging subgdy flows during a trandtion period until completion of our proceeding implementing section
254, we decline to permit any additiona funding of universal service support through rates for
interconnection, unbundled eements, and transport and termination during the interim period.

716. Interim Application of Access Charges to Purchasers of Unbundled Local Switching
Element. In the introduction of this Order, we emphasize that implementation of section 251 of the 1996
Actisintegrdly related to both universal service reform as required under section 254, and to reform of the
interstate access charge system.*™®!  In order to achieve pro-competitive, deregulatory markets for all
telecommunications services, we must cregte a new system of funding universal service that is specific,
explicit, predictable, sufficient, and competitively neutral. We aso must move access charges to more cos-
based and economically efficient levels. We intend to fulfill both of these gods in the coming months, by
completing our pending universal service proceeding to implement section 254 by our satutory deadline of
May 1997, and by addressing access charge issues in an upcoming access reform proceeding. The 1996
Act, however, requires us to adopt rulesimplementing section 251 by August 1996. We are concerned
that implementation of the requirements of section 251 now, without taking into account the effects of the
new rules on our existing access charge and universa service regimes, may have sgnificant, immediate,
adverse effects that were neither intended nor foreseen by Congress.

717. Specifically, as we conclude above, the 1996 Act permits telecommunications carriers that
purchase access to unbundled network elements from incumbent LECs to use those dements to provide
telecommunications services, including the origination and termination of interdate cals. Without further
action on our part, section 251 would alow entrants to use those unbundled network facilities to provide
access syvices to customers they win from incumbent LECS, without having to pay access charges to the
incumbent LECs. This result would be consstent with the long term outcome in a competitive market. In
the short term, however, while other aspects of our regulatory regime are in the process of being reformed,
such achange may have detrimental consequences.

718. The access charge system includes non-cost-based components and elementsthat at least in
part may represent subsidies, such as the carrier common line charge (CCLC) and the transport
interconnection charge (TIC). The CCLC recovers part of the alocated interstate costs for incumbent
LECsto provide loca loopsto end users. In the universal service NPRM, we observed that the CCLC
may result in higher-volume toll users paying rates that exceed cogt, and some customers paying rates that

1731 See supra, Section |.B.
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are below cost. We sought comment on whether that subsidy should be continued, and on whether and
how it should be restructured.*”®* The nature of most of the revenues recovered through the TIC isunclear
and subject to dispute, dthough a portion of the TIC is associated with certain costs related to particular
transport facilities. Although the TI1C was not created to subsidize local rates, some parties have argued in
the Transport proceeding and elsawhere that some portion of the revenues now recovered through the
TIC may be misallocated local loop or intrastate costs that operate to support universal service.'™ In the
forthcoming access reform proceeding, we intend to consider the appropriate disposition of the TIC,
including the development of cost-based trangport rates as directed by the United States Court of Appeals
for the Didrict of Columbia Circuit in Competitive Telecommunications Association v. FCC (CompTel
v. FCC).'™

719. Without a temporary mechanism such as the one we adopt below, the implementation of
section 251 would permit competitive loca service providersthat dso provide interstate long-distance
sarvice to avoid totaly the CCLC and the TIC, which in part represent contributions toward universal
sarvice, by serving their local customers solely through the use of unbundled network eements rather than
through resdle. We believe that alowing such aresult before we have reformed our universal service and
access charge regimes would be undesirable as a matter of both economics and policy, because carrier
decisons about how to interconnect with incumbent LECs would be driven by regulatory distortionsin our
access charge rules and our universal service scheme, rather than the unfettered operation of a competitive
market. Because of our degre to err on the side of caution where universa service may be implicated, we
conclude that some action is needed during the interim period before we complete our access reform and
universal service proceedings.

720. We conclude that we should establish atemporary trangtiona mechanism to help complete
al of the steps toward the pro-competitive god of the 1996 Act, including the implementation of a new,
competitively-neutral system to fund universal service and a comprehengve review of our system of
interstate access charges. Therefore, for alimited period of time, incumbent LECs may recover from
interconnecting carriers the CCLC and a charge equd to 75 percent of the TIC for dl interstate minutes
traverang the incumbent LECs loca switches for which the interconnecting carriers pay unbundled loca
switching eement charges. Incumbent LECs may recover these charges only until the earliest of: (1) June

1732 Universal ServiceNPRM at paras. 113-14.

%3 Transport Rate Structure and PricingCC Docket No. 91-213, Report and Order and Further Notice of Proposed
Rulemaking, 7 FCC Rcd 7006, 7065-7066 (1992)Hirst Transport Orde). Cf. Letter from Bruce K. Cox, Government
Affairs Director, AT& T, to William F. Caton, Acting Secretary, FCC, September 7, 1995 (filed in CC Docket No. 91-
213) (suggesting that TIC revenues not allocable to specific transport facilities may represent misallocated common
line costs).

1734 Competitive Telecommunications Associatiorv. FCC, No. 96-1168 (D.C. Cir. July 5, 1996).
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30, 1997; (2) the effective date of final decisons by the Commission in both the universa service and
access reform proceedings, or (3) if the incumbent LEC isaBOC, the date on which that BOC is
authorized under section 271 of the 1996 Act to offer in-region interLATA service. The end date for
BOCs that are authorized to offer interLATA service shall apply only to the recovery of access chargesin
those states in which the BOC is authorized to offer such service.

721. We tentatively concluded in the NPRM that purchasers of unbundled network eements
should not be required to pay access charges. We reaffirm our conclusion above in our discusson of
unbundled network elements that nothing on the face of sections 251(c)(3) and 252(d)(1) compels
telecommunications carriers that use unbundled eements to pay these charges, nor limitsthese carriers
ability to use unbundled eements to originate or terminate interstate cals, and that payment of rates based
on TELRIC plus areasonable dlocation of common cogts, pursuant to section 251(d)(1), represents full
compensation to the incumbent LEC for use of the network elements that telecommunications carriers
purchase. Because of the unique Situation described in the preceding paragraphs, however, we conclude,
contrary to our proposal in the NPRM, that during a time-limited period, interconnecting carriers should not
be able to use unbundled elements to avoid access chargesin dl cases. Asdetailed below, this temporary
mechanism will gpply only to carriers that purchase the loca switch as an unbundled network eement, and
use that element to originate or terminate interstate traffic.'* We are gpplying these trangtiona chargesto
the unbundled local switching element, rather than to any other network elements, because such an
gpproach is most closely analogous to the manner in which the CCLC and TIC are recovered in the
interstate access regime. Currently, the CCLC and TIC apply to interstate switched access minutes that
traverse incumbent LECs local switches. Applying the CCLC and 75 percent of the TIC to the unbundled
locad switching eement is conggtent with our god of minimizing disruptions while we reform our universal
sarvice system and condder changes to our access charge mechanisms. Moreover, the CCLC and the
TIC are recovered on a per-minute bass, and the loca switch isthe primary point at which incumbent
LECs are capable of recording interstate minutes for traffic associated with end user customers of
requesting carriers.

722. We have crafted this short-term continuation of certain access charge revenue flows to
minimize the possbility that incumbent LECs will be able to "double recover” through access charges the
facility costs that new entrants have dready paid to purchase unbundled elements. For that reason, we do
not permit incumbent LECs to assess on purchasers of the unbundled loca switching eement any interstate
access charges other than the CCLC and 75 percent of the TIC. The other access charges are al designed
to recover the cost of particular facilities involved in the provision of interstate access services, such asloca
switching, dedicated interoffice transport circuits, and tandem switching. Imposition of these facility-based

7% As discussedinfra, carriers that choose to enter alocal market through resale of an incumbent L EC'sintrastate
local exchange service will pay interstate and intrastate access charges to originate and terminate toll traffic for end
user customers that purchase that resold local exchange service.
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access charges in addition to the cost-based charges for comparable network elements established under
Section 252 could result in double recovery. The mechanism we establish will ensure that incentives
created by non-cost-based elements of access charges do not result in harmful consequences prior to
completion of access reform and our universal service proceeding. Imposition of additional access charges
is therefore not necessary. We note that this mechanism serves to minimize the potentialy disruptive effects
of our decisions on incumbent LECs, including small incumbent LECs.*"*°

723. For the same reason, we permit incumbent LECsto recover only 75 percent of the TIC.
Some portion of the TIC recovers revenues associated with specific transport facilities. To the extent that
these codts can be identified clearly, they should not be imposed on new entrants through the TIC.
Incumbent LECs will be fully compensated for any trangport facilities that new entrants purchase from them
through the unbundled element rates states establish under 252(d)(1), which, as we have stated, must be
based on economic cogt rather than access charges. In our interim transport rate restructuring, we explicitly
st the initid tandem switching rate a 20 percent of the interstate revenue requirement, with the remainder
included in the TIC.**" In addition, certain costs of upgrading incumbent LEC networks to support SS7
sgnaling were dlocated to trangport through then-existing separations procedures. [n our interim transport
rate restructuring, we did not create any facility-based charges to recover these costs, '™ so the associated
revenues presumably were incorporated into the TIC. There may aso be other revenues associated with
transport facilities that are recovered today through the TIC. While we are uncertain of the precise
magnitude of these revenues, in our best judgment, based on the record in the Transport proceeding and
other information before us, we find that it is likely that these revenues approach, but probably do not
exceed 25 percent of the TIC for most incumbent LECs.  Thus, we believe that 25 percent isa
consarvative amount to exclude from the TIC to ensure that incumbent LECs do not double recover
revenues associated with transport facilities from new entrants. Moreover, the Court in CompTel v. FCC
remanded our Transport decison, in part, because of the inclusion of tandem switching revenuesin the
TIC raher than in the rate element for tandem switching. We find that excluding 25 percent of the TIC
represents a reasonable exercise of our discretion to prevent revenues associated with the tandem switching
revenue reguirement from being recovered from purchasers or unbundled loca switching.

724. We grongly emphasize that these charges will apply to purchasers of the unbundled switching
element only for avery limited period, to avoid the possible harms that might arise if we were to ignore the
effects on access charges and universa service of implementation of section 251. BOCs shdl not be
permitted to recover these revenues once they are authorized to offer in-region interLATA service, because

1736 See Regulatory Flexibility Act, 5 U.S.C. 88 60t seq.
1787 Eirst Transport Order, 7 FCC Rcd at 7019.

17388 Eirst Transport Order, 7 FCC Rcd at 7019.
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at that time the potential loss of access charge revenues faced by aBOC most likely will be able to be
offset by new revenues from interLATA sarvices. Moreover, dthough we do not pregudge the conditions
necessary to grant BOC petitions under section 271 to offer in-region interLATA service, we do decide
that BOCs should not be able to charge the CCL C and the TIC, which are not based on forward-looking
economic cogts, to competitors that use unbundled €lements under section 251 once they are authorized to
providein-region interLATA service. Only BOCs are subject to specid redtrictionsin the 1996 Act to
ensure that their entry into the in-region interLATA market does not have an adverse impact on
competition. We conclude that this additiona trigger date after which BOCs may not continue to receive
access charges from purchasers of unbundled local switching is consstent with this Congressiond design.

725. We have sdlected June 30, 1997 as an ultimate end date for this trangitional mechanism to
coincide with the effective date for LEC annua access tariffs, and because we believe it isimperative that
this trangtiona requirement be limited in duration. We can concelve of no circumstances under which the
requirement that certain entrants pay the CCLC or aportion of the TIC on cdls carried over unbundled
network elements would be extended further. The fact that access or universa service reform have not
been completed by that date would not be a sufficient judtification, nor would any actua or asserted harm
to the financid status of the incumbent LECs. By June 30, 1997, the industry will have had sufficient time
to plan for and adjust to potentid revenue shifts that may result from competitive entry. Thus, the economic
impact of our decison on competitive loca service providers, including those that are small entities, should
be minimized."*

726. We bdieve that we have ample legd authority to implement this temporary transtiond
measure, and we find that this gpproach is consistent with the letter and spirit of the 1996 Act. We
recognize that the CCLC and TIC have not been developed in accordance with the pricing standards of
section 252(d)(1), and that to comply with the 1996 Act, the rates that states establish for interconnection
and unbundled network elements may not include non-cost-based amounts or subsidies. The 1934 and
1996 Acts do, however, give uslegd authority to determine, for policy reasons, that users of LEC facilities
should pay certain access charges for a period of time.**  Section 4(i) of the 1934 Act authorizes the
Commission to "perform any and dl acts. . . not inconsstent with this Act, as may be necessary in the
execution of itsfunctions" ™! Given the extraordinary upheava in the industry's structure set in motion by
the 1996 Act, and the specific concerns described above, we believe that atemporary mechanism is
necessary in order to ensure that the policy goas underlying the access charge system and the

7% See Regulatory Flexibility Act5 U.S.C. §8 601et seq.

%% See, e.g, New England Tel. and Tel . Co. v. FCC826 F.2d 1101 (D.C. Cir 1987)North American
Telecommunications Association v. FCC772 F.2d (7th Cir. 1085);Lincoln Tel. and Tel. Co. v. FCC659 F.2d (D.C.
Cir. 1989).

1741 47 U S.C. § 4(i).
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Communications Act itsdlf are not undermined. Further, we believe section 251(g) of the 1996 Act lends
support to our decison. Asdiscussed above, section 251(g) does not require that incumbent LECs
continue to receive access charge revenues when telecommunications carriers use unbundled incumbent
LEC network elements to originate and terminate interstate traffic. That section does, however, provide
evidence of Congressond recognition of the potentid tenson between existing interconnection obligations,
such as access charges, and the new methods of interconnection mandated by section 251, and therefore
supports our decison to create a limited-duration mechanism to address this tension.

727. The decison of the court in CompTel v. FCC to remand our decison to adopt the TIC is not
inconsistent with this approach. The Court's concern semmed, in part, from the inclusion of a portion of
the intergtate tandem switching revenue requirement in the TIC. We have excluded from the charges that
purchasers of unbundled locd switching must pay a percentage of the TIC that, a a minimum, includes
these dlocated tandem switching revenues from the trangtiond charges that incumbent LECs may assess on
IXCs.™ Furthermore, the Court directed the Commission to develop a cost-based transport rate
structure, or to explain why it chose not to do s0.** We intend to fullfill this obligation in the forthcoming
access reform proceeding. The charge equad to 75 percent of the TI1C will be gpplied only as an interim
measure for a brief, clearly-identified period, until that restructuring of access chargesis completed. The
court expressy acknowledged that the 1996 Act would have implications for the access charge system.*™
For the reasons described above, we conclude that these effects necessitate temporary application of a
portion of the TIC to entrants that win end user customers from LECs, and that purchase the loca switch
as an unbundled dement to originate and terminate interstate and intragtate toll traffic for such end users. In
the access reform proceeding, we intend to determine the appropriate disposition for these revenues. Until
we have had the opportunity to do so, however, we permit incumbent LECs to recover atrangtiona
charge equd to 75 percent of the TIC under the limited circumstances described herein.

728. The interim mechanism we establish here differs from the walver relief we have previoudy
granted to NYNEX and Ameritech to permit them to recover certain interstate access charge revenues
through "bulk billing" of revenuesto al interstate switched access cusomers.** Those orders responded

1742 A's discussed above, we estimate that the tandem switching, SS7, and other costs associated with transport
facilities now recovered through the TIC likely do not exceed 25% of the TIC for most incumbent LECs.

1743 Competitive Telecommunications Associatiowv. FCC, No. 96-1168 at 26-27.

4 d. at 12-13.

7% See The NYNEX Tel. Cos. Petition for Waiver, Transition Plan to Preserve Universal Service in a Competitive
Environment, Memorandum Opinion and Order, 10 FCC Rcd 7445 (1995).econsideration pending(NYNEX USPP
Order); Ameritech Operating Companies Petition for a Declaratory Ruling and Related Waiversto Establish a

New Regulatory Model for the Ameritech RegionOrder, FCC 96-58 (released Feb. 15, 1996)Ameritech Customers
First Order).
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to waiver requests filed prior to the passage of the 1996 Act. Our responsbility in those proceedings was
to determine whether specid circumstances existed, and whether the specific relief requested better served
the public interest than continued gpplication of our genera rules. By condragt, the action we take today
addresses industry-wide issues that arise from the new regime put into place by section 251 of the 1996
Act, which dlows states to establish unbundled network element rates that recover the full unseparated cost
of dements. Our response to the Ameritech and NY NEX walver petitions does not, smply because those
petitions also concerned access charge recovery, congrain our decision in this proceeding.

729. 1t would be unreasonable to provide such atrangtiona mechanism on the federd leve, but to
deny smilar authority to the states. Therefore, States may continue existing explicit universal service support
mechanisms based on intragtate access charges for an interim period of asimilar brief, clearly-defined
length. During that period, unless decided otherwise by the state, incumbent LECs may continue to recover
such revenues from purchasers of unbundled loca switching dements that use those eements to originate or
terminate intragtate toll calls for end user cusomers they win from incumbent LECs. States may terminate
these mechanisms at any time. We define mechanisms based on intrastate access charges as those
mechanisms that require purchasers of intrastate access services from incumbent LECs to pay non-cost-
based charges for those access services on the basis of their intrastate access minutes of use.

730. We do not intend, however, that such atranstiona mechanism eviscerate the requirements of
sections 252 and 254, which, as we have stated, prohibit funding of universal service subsdies through
rates for interconnection and unbundled network eements. Mechanisms such as New Y ork's "pay or play”
system, which would impose intrastate access charges on hon-access services rather than dlowing
incumbent LECs to recover non-cost-based revenues from purchasers of access services, may not be
included in this interim system. Such areault isjudtified because sate "pay or play”" mechanisms do not at
present condtitute a significant revenue stream to incumbent LECs, and therefore eimination of this
mechaniam is unlikdly, in the short term, to have sgnificant detrimental effects on universal service support.

731. These state mechanisms must end on the earlier of: (1) June 30, 1997; or (2) if the incumbent
LEC that receives the trangtiona access charge revenuesis aBOC, the date on which that BOC is
authorized under section 271 of the 1996 Act to offer in-region interLATA service. With one exception,
the analysis provided above asto the rationale for the end dates for the trangtional interstate access charge
mechanism agpplies here aswell. Because our access reform proceeding focuses on federa charges, and
because the full extent of the section 254 universal service mechanism remains to be determined in that
proceeding, intrastate access charge-based universal service support mechanisms should not now be
required to terminate upon the completion of those proceedings.

732. Aswith our decision to permit incumbent LECs to continue to receive certain interstate

access charge revenues from some purchasers of unbundled loca switching for alimited period of time, we
believe our decison to dlow dates to preserve certain intrastate universal service support mechanisms
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based on access charges is within our authority under section 251(d)(1) of the 1996 Act, and section 4(i)
of the 1934 Act. Moreover, dthough section 251(g) does not directly refer to intrastate access charge
mechanisms, it would be incongruous to conclude that Congress was concerned about the effects of
potential disruption to the interstate access charge system, but had no such concerns about the effects on
anadogous intragtate mechanisms.

(© Fifth Amendment Issues

733. We conclude that our decision that prices for incumbent LECS unbundled elements and inter-
connection offerings be based on forward-looking economic cost does not violate the incumbent LECS
rights under the Fifth Amendment of the Condlitution. The Supreme Court has recognized that public
utilities owned and operated by private investors, even though their assets are employed in the public
interest to provide consumers with service, may assert their rights under the Takings Clause of the Fifth
Amendment.**  In gpplying the Takings Clause to rate setting for public utilities, the Court has stated that
"[t]he guiding principle has been that the Condtitution protects utilities from being limited to a charge for their
property serving the public which is o 'unjust’ as to be confiscatory." "’

734. The Supreme Court has held that the determination of whether arate is confiscatory depends
on whether that rate is just and reasonable, and not on what methodology is used.*™ In Federal Power
Comm'n v. Hope Natural Gas Co., the Court upheld the Federal Power Commission's order that
required the company to make alarge reduction in wholesde gasrates. The commission based its
determination of areasonable rate of return on a plant vauation determined by using a historica cost
methodology that was only haf as large as the company’s own vauation based on forward-looking
reproduction codts. In its decision, the Court set forth the governing lega standard for determining whether
ardaeis conditutiond:

Under the gtatutory standard of "just and reasonabl€e” it is the result reached not the method
employed that is controlling. It is not the theory but the impact of the rate order which
counts. If the tota effect of the rate order cannot be said to be unjust and unreasonable,

1746 The Fifth Amendment provides that, "private property [shall not] be taken for public use, without just
compensation.” U.S. Const. amend. V.See Duquesne Light Co. v. Barasch488 U.S. 299, 307 (1989) Duquesne).

*" Duquesne 488 U.S. at 307 €iting Covington & Lexington Turnpike Road Co. v. Sandfordl64 U.S. 578, 597
(1896)).

1748 Hope Natural Gas 320 U.S. at 602-603 see also Duquesne; In re Permian Basin Area Rate Case890 U.S. 747

(1968); Federal Power Commission v. Memphis Light, Gas & Water Divisigd11 U.S. 458 (1973);Jersey Central
Power & Light v. FERC 810 F.2d 1168 (D.C. Cir. 1987).
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judicia inquiry under the Act isat an end. The fact that the method employed to reach that
result may contain infirmitiesis not then important.*™°

735. The Court went on to explain that, in determining whether arate is reasonable, the regulatory
body must balance the interests of both the investor and consumer.*™® "From the investor or company
point of view, it isimportant that there be enough revenue not only for operating expenses but dso for the
capita codts of the business.. . .. [T]he return on the equity owner should be commensurate with returns
on investmentsin other enterprises having corresponding risks" !

736. Under sections 251(c)(2) and (3) of the 1996 Act, incumbent LECs must establish rates for
interconnection and unbundled dements that are just and reasonable.*™? In adopting the rules that govern
those rates, under Hope Natural Gas we must consgder whether the end result of incumbent LEC ratesis
just and reasonable. Incumbent LECs argue that establishing a rate structure that does not permit recovery
of historical or embedded costsis confiscatory. We disagree. As stated above, the Court has consstently
held snce Hope Natural Gasthat it is the end result, not the method used to achieve that result, that isthe
issue to be addressed.'™  Indeed, the Court has found that the "fixing of prices, like other gpplications of
the police power, may reduce the vaue of the property which isbeing regulated. But the fact that the value
is reduced does not mean that the regulation isinvadid."*™>* M oreover, the Court has upheld as reasonable
changes in ratemaking methodology when the change resulted in the exclusion of historical cogts prudently
incurred.*”® Thus, the mere fact that an incumbent LEC may not be able to set rates that will alow it to
recover a particular cost incurred in establishing its regulated network does not, in and of itsdf, result in
confiscation.

737. Moreover, Hope Natural Gas requires only that the end result of our overal regulatory
framework provides L ECs a reasonable opportunity to recover areturn on their investment. In other

174 Hope Natural Gas 320 U.S. at 602.

790,

751 1d. at 603.

175247 U.S.C. § 251(c)(2) and (3).

1753 See, e.g., Duquesng 488 U.S. at 310;Hope Natural Gas 320 U.S. at 602.
1754 Hope Natural Gas 320 U.S. at 601.

175 Duquesne 488 U.S. at 301-302.
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words, incumbent LECs overdl rates must be considered, including the revenues for other services under
our jurisdiction.'®

738. In this proceeding, we are establishing pricing rules that should produce rates for monopoly
elements and services that approximate what the incumbent LECs would be able to charge if there were a
competitive market for such offerings. We bdlieve that a forward-looking economic cost methodology
enables incumbent LECs to recover afar return on their invesment, i.e., just and reasonable rates. The
record does not compd a contrary concluson.  No incumbent LEC has provided persuasive evidence
that prices based on a forward-looking economic cost methodology would have a significant impact on its
"financid integrity.” We further note that at least one federa appellate court has held incrementa cost-
based pricing condtitutional.*™’

739. Incumbent LECs may seek rdief from the Commission's pricing methodology if they provide
gpecific information to show that the pricing methodology, as gpplied to them, will result in confiscatory
rates. We aso do not completely foreclose the possibility that incumbent LECs will be afforded an
opportunity to recover, to some extent, their embedded costs through a mechanism separate from rates for
interconnection and unbundled network elements. As stated above, we intend to explore thisissue in detall
in our upcoming access reform proceeding.

740. GTE arguesthat the proper standard to review our ratemaking methodology isthe just
compensation standard generally reserved for takings of property. Thisisin effect a contention that the
1996 Act's physica collocation and unbundled network facility requirements conditute physical occupation
of their property that should be deemed a taking and that must be subject to "just compensation.”
Assuming for the sake of argument that the physical collocation and unbundled facilities requirements do
result in ataking, we nevertheless find that the ratemaking methodology we have adopted satisfies the just
compensation sandard. Just compensation is normally measured by the fair market value of the property
subject to the taking.!™®  Just compensation is not, however, intended to permit recovery of monopoly
rents.!™ The just and reasonable rate standard of TELRIC plus a reasonable dlocation of the joint and
common codts of providing network elements that we are adopting attempts to replicate, with respect to

1756 However, we may not consider incumbent L ECs' revenue derived from services not under our jurisdictiofimith
v. 1. Bell, 282 U.S. 133 (1930).

*7 Metropolitan Transp. Auth. v. Interstate Commerce Commissiqi792 F.2d 287, 297 (2d Cir.)cert. denied, 479
U.S. 1017 (1986)

7% See, e.g., United States v. Miller, 317 U.S. 369, 374 (1943) (holding that just compensation can readily be set by
ascertaining the property's fair market valuei.e., "what awilling buyer would pay in cash to awilling seller").

1759 Seg, e.g., Lord Mfg. Co. v. United States84 F.Supp. 748, 755-56 (Ct.Cl. 1949)¢iting United States v. Cors337
U.S. 325, 334 (1949).
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bottleneck monopoly dements, the rates that would be charged in a competitive market,"® and, we
believe, is entirely consstent with the just compensation standard. Indeed, a Smilar rate methodology
based on incrementa costs has been found to satisfy the just compensation requirement.*®* For these
reasons, we conclude thet, even if the 1996 Act's physical collocation and unbundled network facility
requirements conditute a taking, a forward-looking economic cost methodology satisfies the Condtitution's
just compensation standard.

3. Rate Structure Rules
a. General Rate Structure Rules
@ Background

741. In addition to applying our economic pricing methodology to determine the rate level of a
specific element or interconnection, the state must aso determine the appropriate rate structure. We
discussin this section genera principles for analyzing rate structure questions, such asin what circumstances
charges should be flat-rated or usage senstive and in what circumstances they should be recurring or non-
recurring. These rate structure rules will gpply aswell if a state sets rates based on default proxies
discussed in Section V11.C.2 below, where we aso discuss the appropriate rate structure for specific
network elements. Network providers incur costs in providing two broad categories of facilities, dedicated
and shared. Dedicated facilities are those that are used by a single party -- either an end user or an
interconnecting network. Shared facilities are those used by multiple parties. In the NPRM, we proposed
that costs should be recovered in a manner that reflects the way they are incurred.**? We also sought
comment on whether we should require states to provide for recovery of dedicated facility costs on aflat-
rated basis, or at a minimum, require LECsto offer aflat-rate option.*’®

1780 ComparePolicy and Rules Concerning Rates for Dominant Carrierd-urther Notice of Proposed Rulemaking,
CC Docket No. 87-313, 3 FCC Rcd 3195, 3200-01 (1988).

1781 Metropolitan Transp. Auth. v. Inter state Commerce Commissiqr792 F.2d at 297.
1762 NPRM at para. 150.

1763 |d. at para. 152.
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@) Comments

742. Parties from al sectors of the telecommunications industry agree that costs should be
recovered in a manner thet reflects the way they areincurred.™® Lincoln states that using an approach that
varies with capacity, without taking into account the utilization of shared facilities, would not alow smal and
mid-sized LECsto recover their total costs, because they lack economies of scae and scope.'™ No
commenters take issue with that principle or the principle that the costs of dedicated facilities should be
recovered through flat rates. A wide variety of parties proposed that the Commission adopt such arule.*®
BellSouth, however, opposes rigid rate structure rules, and contends they could be detrimenta if they
preclude aternative structures to which parties are willing to agree. *™®”

3 Discussion

743. We conclude, as a generd rule, that incumbent LECS rates for interconnection and
unbundled dements must recover costs in a manner that reflects the way they are incurred. Thiswill
conform to the 1996 Act's requirement that rates be cost-based, ensure requesting carriers have the right
incentives to condruct and use public network facilities efficiently, and prevent incumbent LECs from
inefficiently raising cogsin order to deter entry. We note that this conclusion should facilitate competition
on areasonable and efficient basis by dl firmsin the industry by establishing prices for interconnection and
unbundled eements based on costs Smilar to those incurred by the incumbents, which may be expected to
reduce the regulatory burdens and economic impact of our decison for many parties, including both small
entities seeking to enter the loca exchange markets and small incumbent LECs.**® We aso adopt some
more specific rules that follow from this generd rule.

744. Firgt, we require that the charges for dedicated facilities be flat-rated, including, but not
limited to, charges for unbundled loops, dedicated transport, interconnection, and collocation. These
charges should be assessed for fixed periods, such asamonth. We are requiring flat-rated charges for

1764 See, e.g., AT& T comments at 67; GSA/DoD comments at 10; Kentucky Commission comments at 5; Lincoln Tel.
comments at 17; Sprint comments at 62; Texas Public Utility Counsel comments at 36; USTA commentsat 57; LDDS
comments at 57; NEXTLINK comments at 30 (generally supporting rate structures that reflect off-peak costs);
Washington Commission comments at 24.

7% | incoln Tel. comments at 17.

7% See, e.g., Florida Commission comments at 31; GSA/DoD comments at 10; M FS comments at 61-63; Ohio
Consumers' Counsel comments at 30; Telecommunications Resellers Assn comments at 42.

1767 Bel| South comments at 57-58.

1788 See Regulatory Flexibility Act, 5 U.S.C. 88 60kt seq,.
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dedicated facilities. Usage-based charges for dedicated facilities would give purchasers of accessto
network elements an uneconomic incentive to reduce ther traffic volumes. Moreover, purchasers of access
to network elements with low volumes of traffic would pay below-cost prices, and therefore have an
incentive to add lines that they would not add if they had to pay the full cost. Asdated inthe NPRM, a
flat-rated charge is mogt efficient for dedicated facilities, because it ensures that a customer will pay the fulll
cost of the facility, and no more. It ensures that an entrant will, for example, purchase the exclusive right to
use additiona loops only if the entrant believes that the benefits of the additional loops will exceed its codts.
It ls0 ensures that the entrant will not face an additional (and non-cost-based) usage charge.

745. Second, if we apply our general rule that costs should be recovered in a manner that reflects
the way they are incurred, then recurring costs must be recovered through recurring charges, rather than
through a nonrecurring charge. A recurring cost is one incurred periodicaly over time. A LEC may not
recover recurring costs such as income taxes, maintenance expenses, and adminigrative expenses through a
nonrecurring charge because these are cogts that are incurred in connection with the asset over time. For
example, we determine that maintenance expenses reating to the local loop must be recovered through the
recurring loop charge, rather than through a nonrecurring charge imposed upon the entrant.

746. Wefind that recovering arecurring cost through a nonrecurring charge would be unjust and
unreasonable because it is unlikely that incumbent LECs will be able to caculate properly the present value
of recurring costs. To calculate properly the present vaue of recurring cogts, an incumbent LEC would
have to project accurately the duration, level, and frequency of the recurring costs and estimate properly its
overal cost of capitd. We find that, in practice, the present value of the recurring costs cannot be
caculated with sufficient accuracy to warrant up-front recovery of these costs because incumbent LECs
lack sufficient experience with the provison of interconnection and unbundled rate dements. Without
sufficient experience, incumbent LECs are unable to project the length of time that an average entrant would
interconnect with, or take an unbundled dement from, the incumbent LEC, or how expenses associated
with interconnection and unbundled rate e ements would change over time. In contrast, a recurring charge
for arecurring cost would ensure that a customer is only charged for the cogts the entrant incurs while that
entrant is taking interconnection service or unbundled rate eements from the incumbent LEC. Moreover,
when cogts associated with the interconnection and particular unbundled rate eements change, the
incumbent LEC can make appropriate adjustments to the charges at the time such cost changes occur.

747. Accordingly, we find that imposing nonrecurring charges for recurring cogts could pose a
barrier to entry because these charges may be excessive, reflecting costs that may (1) not actualy occur;
(2) beincurred later than predicted; (3) not be incurred for as long as predicted; (4) beincurred at alevel
that is lower than predicted; (5) be incurred less frequently than predicted; and (6) be discounted to the
present using acost of capita that istoo low.
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748. Notwithstanding the foregoing, where recurring costs are de minimis, we will permit
incumbent LECsto recover such costs through nonrecurring charges. We find that recurring costs are de
minimis where the costs of administering the recurring charge would be excessive in relaion to the amount
of the recurring cods.

749. Third, states may, but need not, require incumbent LECs in an arbitrated agreement to
recover nonrecurring cods, costs that are incurred only once, through recurring charges over areasonable
period of time. The recovery of such nonrecurring costs through recurring charges is acommon practice
for tdlecommunications services. Condruction of an interconnector's physica collocation cageisan
example of anonrecurring cost. Wefind that states may, where reasonable, require an incumbent LEC to
recover congruction costs for an interconnector's physica collocation cage as a recurring charge over a
reasonable period of timein lieu of a nonrecurring charge. This arrangement would decrease the Sze of the
entrant'sinitid capital outlay, thereby reducing financid barriersto entry. At the sametime, any such
reasonable arrangement would ensure that incumbent LECs are fully compensated for their nonrecurring
costs.

750. We require, however, that state commissions take steps to ensure that incumbent LECs do
not recover nonrecurring costs twice and that nonrecurring charges are imposed equitably among entrants.
A date commission may, for example, decide to permit incumbent LECs to charge the initid entrants the full
amount of costs incurred for shared facilities for physica collocation service, even if future entrants may
benefit. A state commisson may, however, require subsequent entrants, who take physical collocation
service in the same centra office and receive benefits as aresult of costs for shared facilities, to pay the
incumbent LEC for their proportionate share of those cogts, less depreciation (if an asset isinvolved).
Under this gpproach, the state commission could require the incumbent LEC to provide theinitid entrants
pro rata refunds, reflecting the full amount of the charges collected from the subsequent entrants.
Alternatively, a state commisson may decide to permit incumbent LECs to charge initid entrantsa
proportionate fraction of the costs incurred, based on a reasonable estimate of the total demand by entrants
for the particular interconnection service or unbundled rate eements.

751. In addition, state commissons must ensure that nonrecurring charges impaosed by incumbent
LECs are equitably dlocated among entrants where such charges are imposed on one entrant for the use of
an asst and another entrant uses the asset after the first entrant abandons the asset. For example, when an
entrant pays a nonrecurring charge for congtruction of a physica collocation cage and the entrant
discontinues occupying the cage before the end of the economic life of the cage, a sate commission could
require that the initid entrant receive a pro rata refund from the incumbent LEC for the undepreciated value
of the cage in the event that a subsequent entrant takes physical collocation service and uses the asset.
Under this gpproach, the state commission could require that the subsequent entrant pay the incumbent
LEC anonrecurring charge equd to the remaining unamortized vaue of the cage and the initid entrant will
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receive a credit from the incumbent LEC equa to the unamortized vaue of the cage at the time the
subsequent entrant takes service and utilizes the cage.

752. BelSouth's concern that rate structure rules could preclude mutualy agreegble dternative
sructures is misplaced. The rate structure rules we adopt here gpply only to rates imposed by the states in
arbitration among the parties and to date review of BOC statements of generdly available terms. Our rules
do not redtrict parties from agreeing to aternative rate structures. On the contrary, our intent, following the
clear pro-negotiation spirit of the 1996 Act, isfor parties to use the backdrop of dtate arbitrations
conducted under our rules, to negotiate more efficient, mutualy agreeable arrangements, subject, of course,
to the antitrust laws'™® and to the 1996 Act's requirements that voluntarily negotiated agreements not
unreasonably discriminate againg third parties.*”

b. Additional Rate Structure Rulesfor Shared Facilities
@ Background

753. Inthe NPRM, we gtated our belief that the costs of shared facilities should be recovered in a
manner that efficiently gpportions costs among users that share the facility. The NPRM noted thet, for
shared facilities, it may be efficient to set prices using any of the following: a usage-sengtive charge; a
usage-sengtive charge for peak-time usage and a lower charge for off-pesk usage; or aflat charge for the
peak capacity that an interconnector wishes to pay for and use as though that portion of the facility were
dedicated to the interconnector.*™*

2 Comments

754. USTA argues that shared facilities are more reasonably priced on a usage-sensitive basis. '’
The FHorida Commission and Telecommunications Resdllers Association both contend that a variety of
charges may be appropriate for shared facilities.””® Telecommunications Resdlers Associaion further
argues that the Commission should "require, where practicable, that LECs offer a flat-rated option with
respect to common facilities and bear the burden of judtifying instances in which they alege that such an

1759 Sherman Antitrust Act, 15 U.S.C. 88 %t seq.

T E g., 47 U.S.C. § 252(€)(2)(A)(i).

YL NPRM at para. 151.

1772 JSTA comments at 57;see alsoLincoln Tel. comments at 17; Sprint comments at 62; NTIA reply at 33-34.

1773 Florida Commission comments at 31; Telecommunications Resellers Assn comments at 42.
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option is not workable"""* AT& T makesasmilar proposd, arguing that rates should generally be non-
usage sengitive except where a usage-based charge is clearly required.”™ Lincoln Td. argues that costs of
shared facilities should be gpportioned among users of the shared facility and that a capacity approach that
does not account for utilization of shared facilities would prevent smal and mid-sized LECs from recovering
their costs as they lack economies of scae. '

3 Discussion

755. The codts of shared facilities including, but not limited to, much of loca switching, tandem
switching, transmisson facilities between the end office and the tandem switch, and sgnding, should be
recovered in amanner that efficiently gpportions costs among users. Because the cost of capacity is
determined by the volume of traffic that the facilities are able to handle during pesk load periods, we
believe, as a matter of economic theory, that if usage-sengitive rates are used, then somewhat higher rates
should apply to peak period traffic, with lower rates for non-peak usage. The peak load price would be
designed to recover at least the cost of the incrementa network capacity added to carry pesk period
traffic. Pricing traffic during pesk periods based on the cost of the incremental capacity needed to handle
additiona traffic would be economicdly efficient because additiond traffic would be placed on the network
if and only if the user or interconnecting network iswilling to pay the cost of the incrementa network
capacity required to handle this additiond traffic. Such pricing would ensure that a cal made during the
peak period generates enough revenue to cover the cost of the facilities expangion it requires, and would
thus give carriers an incentive to expand and develop the network efficiently. In contragt, off-pesk traffic
imposes relatively little additiona cost because it does not require any incremental capacity to be added to
base plant, and consequently, the price for carrying off-pesk traffic should be lower.

756. We recognize, however, that there are practical problems associated with a peak-sendtive
pricing sysem. For example, different parts of a given provider's network may experience peek traffic
volumes a different times (e.g., business districts may experience their peak period between 10:00 and
11:00 am., while suburban areas may have their peak periods between 7:00 and 8:00 p.m.) Moreover,
peak periods may change over time. For ingdance, growth in Internet usage may create new pesk periods
in the late evening. Further, charging different prices for cals made during different parts of the day may
cause some customers to shift their caling to the less expensive time periods, which could shift the pesk or
creste new peeks. Thus, to design an efficient peak-sengtive pricing system requires detailed knowledge of
both the structure of costs as well as demand.

1774 Telecommunications Resellers Ass'h comments at 42.
75 AT& T comments at 67.

1776 See Lincoln Tel. comments at 17.
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757. We conclude that the practical problems associated with peak-sengitive pricing make it
inappropriate for us to require states to impose such arate structure for unbundled loca switching or other
shared facilities whose codts vary with capacity. Because we believe that such a structure may be the most
economicaly efficient, however, we do not prohibit states from imposing peak-sengtive pricing. We dso
expect that parties may be able to negotiate agreements with peak/off-peak differencesif the benefits of
such digtinctions are sufficiently high. We conclude that states may use either usage-sengitive rates or flat
capacity-based rates for shared facilities, if a date finds that such rates reasonably reflect the costs imposed
by the various users. States may consider for guidance rate structures developed in competitive markets
for shared facilities. We note that our decisionsin this section may benefit smal entity entrantsin loca
exchange and exchange access markets by minimizing the extent to which purchasers of interconnection and
unbundled access pay rates that diverge from the costs of those facilities and services. "’

C. Geographic/Class-of-Service Averaging
@ Background

758. Inthe NPRM, we asked about the appropriate level of aggregation for rates for
interconnection and access to unbundled dements. We noted that geographic averaging is smple to
administer and prevents unreasonable or unlawful rate differences but, where averaging covers high and low
cost aress, it could distort competitors decisons whether to lease unbundled elements or build their own
facilities. We sought comment on the geographic deaveraging of interconnection and unbundled eement
rates by zone, LATA, or other area.'’™

759. We dso inquired about disaggregation by class of service. We questioned whether business
and residentia loops, or loops deployed using different technologies should be charged different rates, and
how large a differential should be alowed.*”

177" See Regulatory Flexibility Act, 5 U.S.C. 88 60%t seq.
1778 NPRM at para. 133.

1779 Id
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@) Comments

760. Geographic Deaveraging. Commenters generally agreed that rates for interconnection and
unbundied eements should be geographicaly deaveraged where there are significant cost variations. ™
Many parties assert that there are large geographic variationsin the costs of providing these services and
dements!™ Many commenters argue that rates for interconnection and unbundled eements must be
geographically deaveraged in order to meet the cost-based requirements of sections 251 and 252.17%
Teleport maintains, however, that most geographic or class-of-service classfications have arisen from
marketing or regulatory considerations and have no basisin cost causation.*® The Ad Hoc
Teecommunications Users Committee fears the "balkanization of [incumbent] LECs markets' and would
only dlow geographic deaveraging where incumbent L ECs could demondrate significant regiona variation
in their non-common costs.'® It claims that excessive pricing flexibility would encourage the recovery of
common codts to be shifted from competitive markets to less competitive markets.*®  Findly, MFS would
have us require geographic averaging to deter anticompetitive, strategic pricing by incumbent LECs. 7%

761. Extent of Deaveraging. Cincinnati Bdll, Lincoln Td., and MECA would place no limitson
the degree of deaveraging that would be permitted.*”® MCI and Sprint advocate deaveraging based on
the population density in specified geographic areas or zones.'™® AT& T dso advocates zone density

1780 See, e.g., Connecticut Commission comments at 13-14; N. Economides comments at 3; M aine Commissiagt,al.
comments at 19.Cf. Colorado Commission comments at 41; Ohio Consumers Counsel comments at 27-28
(deaveraging should be left to states); Pennsylvania Commission comments at 31 (noting industry movement
towards deaveraging); Texas Commission at 24 (Commission should defer geographic deaveraging and rate
rebalancing to universal service proceeding).

1781 See, e.g., Cincinnati Bell comments at 27; Lincoln Tel. comments at 14; Maine Commissioat al. comments at 27-
28; Sprint comments at 50-51.

1782 AT& T comments at 60.

1'% Teleport comments at 48.

"% Ad Hoc Telecommunications Users Committee comments at 47.

1% d,

178 MFS comments at 55-56.

178" See, e.g., Cincinnati Bell comments at 27; Lincoln Tel. comments at 14, MECA comments at 46.

178 M Cl comments at 68; Sprint comments at 50see also M FS comments at 55-57.
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deaveraging and would have us require a least Six zones.™® MFS proposes that prices could be averaged
over severd possible areas, with state-wide averaging being the maximum geographic area.  To address
concerns that widespread averaging may force low cost areas to subsidize high cost areas, MFS suggests
that exchanges be assigned to asmal number of cost bands based on access line density, but that rates be
set a the state-wide average cost of the exchanges assigned to each zone. ™ GST generdly favorsaleve
of disaggregation that would mitigate incumbent LEC adminigrative expenses, but would require loop
components such as drops to be deaveraged and priced at LRIC.***

762. Opposition to National Rule. Many state commissions seek flexibility to determine the
degree of deaveraging and argue that thisissue should be l€ft to the states. '™ Severd favor deaveraging
wherever the benefits exceed the adminigtrative costs.*®  The Connecticut Commission has dready
alowed SNET to create four cost categories based on density.*™ The Michigan Commisson would
deaverage rates for interconnection and access to unbundled € ements only where competitive entry
warrants such flexibility, subject to a TSLRIC floor condraint.'’® Michigan Commission further sates that
there may aso be non-compstitive Stuations that warrant rate deaveraging, such as when a service has
wide cogt variances, when averaging may reduce subscription levels, or when deaveraging could provide
more accurate market signals due to cost variation.*®

763. Class-of-Service Deaveraging. In contrast to the general support by parties for geographic
deaveraging, only one party supports class-of-service deaveraging.'”” That party, the Ohio Consumers
Counsd, argues that permitting intercategory restrictions on unbundled elements would be consistent with

1789 AT& T comments at 67.

179 M FS comments at 55-56.

1791 GST comments at 30.

1792 See, e.¢., Colorado Commission comments at 41; Connecticut Commission comments at 13-14; Maine
Commission,et al. comments at 19-21; Michigan Commission comments at 15; Texas Commission comments at 24;

see also Ohio Consumers Counsel comments at 27-28; California Commission reply at 18.

7% See, e.g., Connecticut Commission comments at 13-14; Indiana Commission comments at 24; M ass. Commission
commentsat 11 n.5.

178% Connecticut Commission comments at 13-14.
1795 Michigan Commission comments at 15-16.
1796 Id

1797 Ohio Consumers Counsel comments at 27-28.
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intercategory restrictions on resde, such as prohibitions againg resdlling resdential services to business
customers, which are permitted under the 1996 Act.**® Many parties argue that incumbent LECs should
not be able to charge different rates for interconnection or unbundled elements based on the class of service
being provided with the eements or the class of customer purchasing or using the interconnection or
unbundled dements™®  According to most commenters, the 1996 Act's requirement that rates for
interconnection and unbundled eements be cost-based generdly precludes class-of-service rate
differences, unless the costs of provision vary significantly across classes.*®® Sprint adds that there isno
codt judtification for rates to differ when unbundled dements are used for business customers instead of
resdential customers. Sprint also argues that requiring different rates for newer, less-expensive eements
would give entrants the incentive to avoid serving customers connected to older, more-expensive plant,
which would leave incumbent LECs at systematic cost disadvantages. '

3 Discussion

764. Geographic Deaveraging. The 1996 Act mandates that rates for interconnection and
unbundled elements be "based on the cogt . . . of providing the interconnection of network eements.” 8%
We agree with mogt parties that deaveraged rates more closely reflect the actual costs of providing
interconnection and unbundled ements. Thus, we conclude that rates for interconnection and unbundled
elements must be geographicaly deaveraged.

765. The record reflects that at least two States have implemented geographically- deaveraged rate
zones.™®  Theserate zone pricing sysems have generdly included a minimum of three zones. In the
Expanded Interconnection proceeding, the Commission aso permitted L ECs to implement a three zone
structure.®*  We conclude that three zones are presumptively sufficient to reflect geographic cost

1798 Id

179 See, e.g., Koch comments at 3; GST comments at 30; M ass. Commission comments at 11; M FS comments at 56-
57; Sprint comments at 50; Teleport comments at 48.

1800 See, e.g., Citizens comments at 18; M ass. Commission comments at 11; MFS comments at 56-57.
1801 Sprint comments at 51.
189247 U.S.C. § 252(d)(1)(a)(i).

1893 Connecticut Commission comments at 13; I1linois Commission comments at Attachment C (Illinois Commerce
Commission Order), p.54, 60-61.

1804 Expanded Inter connection with Local Telephone Company Facilities and Amendment of the Part 69

Allocation of General Support Facility CostsCC Docket N0s.91-141 and 92-222, Report and Order and Notice of
Proposed Rulemaking, 7 FCC Rcd 7369, 7454-57 (1992Hxpanded I nterconnection Ordej); Second Report and Order

366



Federd Communications Commisson 96-325

differences in setting rates for interconnection and unbundled eements, and that states may, but need not,
use these existing density-related rate zones. Where such systems are not in existence, states shall create a
minimum of three cogt-related rate zones to implement deaveraged rates for interconnection and unbundled
elements. A date may establish more than three zones where cost differences in geographic regions are
such that it finds that additiona zones are needed to adequately reflect the codts of interconnection and
access to unbundled eements.

766. Class-of-Service Deaveraging. The record leads us to the opposite conclusion for class-of-
service deaveraging. Under the 1996 Act, wholesdle rates for resold services will be based on retall rates
lessavoided costs. Rates for interconnection and access to unbundled elements, however, are to be based
on costs. We conclude that the pricing sandard for interconnection and unbundled e ements prohibits
deaveraging that is not cost based. Interconnection and unbundled elements are intermediate services
provided by incumbent LECs to other telecommunications carriers, and there is no evidence that the cost of
providing these intermediate services varies with the class of service the telecommunications carrier is
providing to its end-user customers. We conclude that states may not impose class-of-service deaveraging
on rates for interconnection and unbundled lements. We disagree with the Ohio Consumers Counsdl's
position that the 1996 Act's explicit permission of class-of-service deaveraging of resold servicesimplies
that class-of-service deaveraging should be permitted for interconnection and unbundled dements. Findly,
we note that these decisions concerning averaging may be expected to lead to increased competition and a
more efficient dlocation of resources, which should benefit the entire industry, including smdl entities and
smndl incumbent LECs*#

C. Default Proxy Ceilings and Ranges

767. Asprevioudy discussed, we strongly encourage state commissions, as a generd rule, to st
arbitrated rates for interconnection and access to unbundled network elements pursuant to the forward-
looking, economic cost pricing methodology we adopt in this Order. Such rates would approximate levels
charged in a compsetitive market, would be economicaly efficient, and would be based on the forward-
looking, economic cost of providing interconnection and unbundled elements. We recognize, however,
that, in some cases, it may not be possible for carriers to prepare, or the state commission to review,
economic cost sudies within the statutory time frame for arbitration and thus here first address Stuationsin
which a dtate has not approved a cost study. States that do not complete their review of aforward-looking
economic cost study within the statutory time periods but must render pricing decisons, will be able to

and Third Notice of Proposed Rulemaking, 8 FCC Rcd 7374, 7426-29 (1993). LEC central officesin areas with the
highest traffic densities were assigned to Zone 1; officesin areas with intermediate degrees of density were assigned
to Zone 2; and offices in areas with the lowest density were assigned to Zone 3.

1805 See Regulatory Flexibility Act, 5 U.S.C. 88 60kt seq,.
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edtablish interim arbitrated rates based on the proxies we provide in this Order. A proxy approach might
provide a fagter, adminigtratively smpler, and less costly approach to establishing prices on an interim basis
than a detailed forward-looking cost study.

768. The default proxies we establish will, in most cases, serve as presumptive callings. States
may set prices below those ceilingsiif the record before them supports alower price. States should provide
areasoned basis for sdlecting a particular default price. In one case, for loca switching, the default proxy is
arange within which a state may set prices.

769. Statesthat set prices based upon the default proxies must also require the parties to update
the prices in the interconnection agreement on a going-forward basis, either after the state conducts or
gpproves an economic study according to the cost-based pricing methodology or pursuant to any revison
of the default proxy. We believe generic economic cost models,®® in principle, best comport with the
preferred economic cost approach described previoudy, and we intend to examine further such models by
the first quarter of 1997 to determine whether any of those models, with any appropriate modifications,
could serve as better default proxies. Any updated price would take effect beginning at the time of the
completed and approved study or the application of the revised default proxy.

770. Second, if a state has approved or conducted an economic cost study, prior to this Order,
that complies with the methodology we adopt in this Order, the state may continue to gpply the resulting
rate even when not consstent with our default proxies. There must, however, be afactud record, including
the cost study, sufficient for purposes of review after notice and opportunity for the affected partiesto
participate.

771. Findly, while we provide for the use by dtates of default proxies, we recognize that certain
dates that are unable to utilize an economic cost study may wish to obtain the benefits of setting rates
pursuant to such astudy for itsresidents. The Commission will therefore entertain requests by states to
review an economic cost sudy, to assist the sate in conducting or reviewing such a study, or to conduct
such astudy.

1. Use of Proxies Generally
a. Background
772. Inthe NPRM, we discussed the possibility of setting certain outside limits for interconnection

and unbundled dement rates, in particular, by the use of proxies. We invited parties to comment on
whether the use of certain proxies to set outer boundaries on the prices for interconnection and unbundled

1806 Spa Section VII.C.3.infra
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elements would be consistent with the pricing principles of the 1996 Act. Specificdly, in the NPRM, we
asked parties to comment on the benefits of various types of proxies. (1) generic cost studies, such asthe
Benchmark Cost Modd and the Hatfield models;***” (2) some measure of nationally-averaged cost
data;'®® (3) rates in existing interconnection and unbundling arrangements between incumbent LECs and
other providers of loca service, such as neighboring incumbent LECs, CM RS providers, or other entrants
in the same sarvice areg;** (4) a subset of the incumbent LECS exigting interstate access rates, charged
for interconnection with IX Cs and other access cusomers, or an intrastate equivaent; **° (5) use of the
interstate prices established in the ONA proceeding for unbundled features and functions of the local switch
as cellings for the same unbundled dements under section 251;*** and (6) any other administratively smple
methods for establishing a celling for interconnection and unbundled network eement rates.™® Asa
counterpart to cellings, we aso sought comment on whether it would be necessary or appropriate for usto
establish floors for interconnection and unbundled dement prices.*®3

b. Comments

773. Proxies Generally. A number of parties offer genera support for the use of cost proxiesto
edtablish upper limits on the rates that incumbent LECs may charge for interconnection and unbundied
dements®™®* Ad Hoc Telecommunications Users Committee cautions, however, that using a proxy
gpproach does not diminate the need for detailed analysis of the cost methodologies and cost inputs upon
which the proxy isbased.®® In addition, USTA contends that the Commission should establish a

1807 NPRM at para. 137;see infra, Section V11.C.3, discussing generic cost models.

1808 NPRM at para. 137.

1809 d, at para. 138.

1810 d, at paras. 139-140.

1811 d, at para. 140.

1812 d, at para. 141.

¥ d. at para. 143.

1814 See, .9, GSA/DoD comments at 8; Cox comments at 31, reply at 30; WinStar comments at 31; NEXTLINK
comments at 27-28; Texas Public Utility Counsel Comments at 28-33; NCTA comments at Attachment A (Declaration
of Bruce M. Owen), pp.5-6, reply at 18-19see alsoUSTA comments at 50 ("may be afeasible way to establish

presumptively valid rates for some unbundled elements").

1815 Ad Hoc Telecommunications Users Committee comments at 48-49.
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presumptive framework using targets based on pricing proxies, from which the states would be permitted to
depart based on individual circumstances.'#'

774. Incumbent LECsand AT& T generdly oppose the use of proxies™’ They arguetha a
nationa proxy methodology for al network eements isingppropriate because it would not reflect cost-
based rates,™®® may restrict competitive entry,®® does not dlow for variations among the states,*® and is
inconsstent with the 1996 Act's mandate of economic costing.’®* Severa commenters contend that the
use of proxies could harm smdl and mid-sized incumbent LECs if such proxies are developed from larger
geographic and demographic scales.’®?  In addition, Ameritech opposes the use of proxies for those states
that have dready adopted cost methodologies and urges the Commission to limit gpplication of such
proxies to states that have not yet adopted appropriate cost and pricing methodologies. #2

775. Floorsand Ceilings. Severa commenters oppose adoption of afedera floor and celling for
the rates of interconnection and access to unbundled eements.*® They argue generdly that such an
gpproach isinferior to a prescription of a specific methodology because it resultsin rates that are not cost-
based and therefore incongstent with the statute, provides an incentive to incumbent LECsto price

1818 USTA reply at 19, 28;see al so Washington Commission comments at 27.

¥17 See, e.g., AT& T comments at 52-53; Bell Atlantic comments at 39; Cincinnati Bell comments at 27; Frontier
comments at 22-23; LDDS comments at 65 n.66; Lincoln Tel. comments at 15-16.

1818 See, e.g., ALTS comments at 37; AT& T comments at 53; NY NEX comments at 53; Lincoln Tel. comments at 15-
16; Texas Statewide Telephone Cooperative comments at 14; Rural Tel. Coalition comments at 22; Washington
Independent Tel. Ass'n comments at 6.

1819 E g., Cincinnati Bell comments at 28; AT& T comments at 53.

1820 See, e.9., Bell Atlantic comments at 39; Rural Tel. Coalition comments at 22; Wyoming Commission comments at
31; Alaska Commission comments at 2-3.

182! See, e.g., ALTS comments at 35; Time Warner comments at 54-55; Washington Independent Tel. Assn
comments at 6-7; Ohio Commission comments at 50.

1822 See, e.g., Cincinnati Bell comments at 28; Colorado Independent Tel. Assn comments at 4; Illinois Ind. Assn
comments at 5; Lincoln Tel. comments at 17; Matanuska Tel. comments at 4; Rural Tel. Coalition comments at 22, 28-
29; SBA commentsat 16; TDS comments at 22.

1823 A meritech comments at 61.

1824 See, e.9., Frontier comments at 22; Lincoln Tel. comments at 14-15; MECA comments at 47; Pennsylvania
Commission comments at 31; Telecommunications Resellers Assn comments at 41.
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inefficiently a the maximum, and removes incentives for upgrading network technology.*®* M oreover, any
such price celling would have to be set as high as the reasonable price for the highest cost company or be
challenged as confiscatory when higher cost LECs are unable to recover their costs.*®* In addition, the
Texas Public Utility Counsdl notes that floors impair the ability of competition to reved how low cods redly
are'1827

776. Many parties agree, however, that if the Commission establishes pricing guiddlinesit should
use an "outer bounds' pricing approach or reguire pricing within a zone of reasonableness. ®*® Others
support an "outer bounds' if the Commission ensures that tates will have sufficient leeway to accommodate
state-specific situations,*** and the range of reasonablenessis not so circumscribed as to reduce the range
to the equivaent of aprice point.®® They argue that establishing separate floors and ceilings endbles the
Commission to set absolute boundaries that frame the debate with the incumbent LEC concerning relevant
costs and prices during negotiations and ultimately arbitration, while giving states flexibility to address Sate-
specific codting issues™®!  Parties assart that calculation of a perfectly correct, single price isimpossible
and that cost boundaries dlow states to choose an acceptable pricing result with arange of reasonable
rates.’®™ Severd parties agree that the Commission should establish a presumptive rate ceiling, and that
rates exceeding the ceiling should be presumed unlawful ** USTA contends that, if the Commission
adopts rate cellings, such cellings should indicate levels above which rates must be further judtified. #%

1825 See, e.g., NYNEX comments at 57; Frontier comments at 22-23; Lincoln Tel. comments at 14-15; AT& T comments
at 52-53; TDS comments at 22.

1826 Oregon Commission comments at 29-30see also GVNW comments at 38-39.

1827 Texas Public Utility Counsel comments at 33.

1828 See, e.g., Ad Hoc Telecommunications Users Committee comments at 48; Bell South comments at 55; Cox
comments at 24; GSA/DoD comments at 8; NEXTLINK comments at 27-28; SBC comments at 93; USTA comments at
38; WinStar commentsat 31; NCTA reply at 18.

1829 See, e.9., Kentucky Commission comments at 5; Ohio Consumers' Counsel comments at 29; Puerto Rico Tel.
comments at 10-11; Washington Commission comments at 26.

18%0 See, e.g., BellSouth comments at 55.
183! See, e.9., GSA/DoD comments at 8; Cox comments at 24, reply at 30-31; NEXTLINK comments at 27-28.
1832 See, e.g., Rural Tel. Coalition comments at 30.

1833 Seg, e.g., ACSI comments at 56; Bell Atlantic comments at 39-40; Cincinnati Bell comments at 27, 30; MCI
comments at 60; PacTel comments at 73-74; Texas Public Utility Counsel comments at 28-29.

1834 YSTA comments at 50.
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Ameritech maintains that floors should be used only as a benchmark below which rates may not be set in
order to guard againgt cross-subsidization and predatory pricing.*®

777. Generic Cost Models. Severd generic forward-looking cost models were introduced into
the record. These are discussed in Section VI1.C.3. below.

778. Nationally-Averaged Costs. Although afew commenters support the use of nationaly-
averaged costs as a proxy to establish the rates for interconnection and unbundled network elements, 3%
many more parties oppose the use of such nationaly-averaged cost data.®*” These parties argue that
nationally-averaged data ignore geographicaly divergent factors and the interests of small or rurd LECs, do
not account for variance of cost between incumbent LECs, and do not reflect the true cost of the
service®™  No nationaly-averaged cost studies were introduced into the record.

779. Existing Interconnection Agreements. Generally, commenters oppose the use of ratesin
exidting interconnection agreements as a proxy-based celling for interconnection and unbundled eement
rates.’®® These parties argue that, because the agreements are the subject of the negotiation between two
carriers with their own particular characteristics and needs, such agreements are likely to be inconsstent
and not cost-based, may not be based on the pricing standards codified at 252(d), and the services
covered by these agreements may not be those that entrants need to purchase.’®© A few parties express
qudified support for a proxy based on the rates in existing interconnection agreements between incumbent

1835 Ameritech comments at 73;see also GSA/DoD comments at 8; Ohio Consumers' Counsel comments at 28; TDS
comments at 20.

1836 See, e.g., MECA comments at 47; PacTel comments at 74; Sprint comments at 55ee also ACSI comments at 56.

1837 See, e.g., Ad Hoc Telecommunications Users Committee comments at 49-50; Bay Springst al. comments at 17,
Cincinnati Bell comments at 28; Colorado Independent. Tel. Assh comments at 4; Florida Commission comments at
29; lllinois Independent Tel. Assn comments at 5-6; Lincoln Tel. comments at 15-16; Telecommunications Resellers
Ass'n comments at 41.

1838 See, e.g., Ad Hoc Telecommunications Users Committee comments at 49; Bay Springst al. comments at 17,
Cincinnati Bell comments at 28; GVNW comments at 31-38.

18%9 See, .9, ACSI comments at 58; Ad Hoc Telecommunications Users comments at 52; Cincinnati Bell comments at
28-29; Colorado Commission comments at 43; Florida Commission comments at 30; M Cl comments at 70;
Telecommunications Resellers Assn comments at 41.

1840 Seg, e.g., Ad Hoc Telecommunications Users Committee comments at 52; Florida Commission comments at 30;
Telecommunications Resellers Assn comments at 41; Time Warner comments at 55.
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LECs, arguing that such rates have aready been scrutinized and determined to be just and reasonable. '3
WinStar cautions that the Commission should not use the rates contained in the existing interconnection
agreements between incumbent LECs and CM RS providers or other new entrants as a proxy celling
because they were negotiated by parties with unequal bargaining power. 8%

780. Interstate Access. A number of parties support the use of a proxy based on exigting
interstate access charges, claiming that it is easy to apply, based on cost, and would be sdlf-correcting as
the access reform and universal service proceedings remove subsidies from access rates.’®*® ALLTEL
further maintains that if access charges are used, there should be no requirement for small and mid-sized
LECsto produce cost studies that could hamper their interconnection negotiations.*®* USTA further
argues that such proxies areimportant to al LECs, but are epecialy important for rura, small, and mid-
sized LECs subject to the two percent waiver process, who should not be subjected to the burden of
producing expensive and time-consuming cost studies.’®*  Several parties note that some access charges
may need to be adjusted or converted to reflect the characteridtics of particular unbundled service
offerings’®*®  Others oppose the development of a proxy-based ceiling derived from existing interstate
access rates, because access charges are based on historicdl, rather than economic, costs, and contain
inordinate amounts of contribution.’®” These commenters note that setting rates for other elements that
could not be derived from access rates would involve application of different proxies,®® and the intrastate
and interstate rates associated with common lines are applied in different ways to different categories and

1841 See, e.g., Bell Atlantic comments at 39-40; Ohio Consumers Counsel comments at 28-29; PacTel reply at 34-35;
Pennsylvania Commission comments at 31; Texas Commission comments at 24-25; WinStar comments at 32.

1842 \WinStar comments at 34;see also Telecommunications Resellers Assn comments at 41; ACSI comments at 58.

1843 See, e.g., ALLTEL comments at 10-11; Bell Atlantic comments at 39-40, 56; Bell South comments at 56; Cincinnati
Bell comments at 29; SBC comments at 94; USTA comments at 54, reply at 28.

1844 ALLTEL commentsat 11.

1845 JSTA reply at 27-28.

184 See, e.g., Cincinnati Bell at 30; SBC comments at 95; USTA comments at 54.

%47 See, .9, ACSI comments at 58; Ad Hoc Telecommunications Users Committee comments at 52-53; Colorado
Commission comments at 43; Frontier comments at 23; Lincoln Tel. comments at 15-16; MCI comments at 70; MFS

comments at 57 n.66.

1848 Seg, e.g., Ad Hoc Telecommunications Users Committee comments at 52-53.
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classes of customers’®® NYNEX argues access charges were designed for a different purpose than
interconnection and unbundled elements and therefore would be ingppropriate proxies. ***

781. In addition, severd parties assert that a proxy based on access charges should include all or
part of the CCLC or TIC, because otherwise it would be impossible to determine whether an appropriate
amount of joint and common costs would be recovered, and IXCs would be able to reconstruct access
through unbundled elements priced less than access.™®! GVNW argues that the TIC is particularly
important for small LECsthat are not dlowed to charge arate that more accurately reflects their tandem
switched transport costs.®™? On the other hand, severa commenters argue that the CCLC and TIC should
be excluded,”®® and WinStar further maintains that, even without those elements, access charge rates
would till be too high to serve as a proxy celling.*®*

C. Discussion

782. We adopt, in the section below, default proxies for particular network elements. We believe
that these default proxies generdly will result in reasonable price ceilings or price ranges and, for
adminigrative and practica reasons, will be beneficia to the states in conducting initia rate arbitrations,
especidly in the time period prior to completion of a cost sudy. The proxies we adopt are designed to
gpproximate prices that will enable competitors to enter the local exchange market swiftly and efficiently
and will congrain the incumbent LECs &hility to preclude efficient entry by manipulating the alocation of
common costs among services and eements. States that utilize the default proxies we establish to set prices
in an arbitration should revise those prices on a going-forward bass when they are able to utilize the
preferred economic costing methodology we describe in Section VI1I1.B.2.a. ove, or if we subsequently
adopt new proxies.’®®

1849 See, e.g., NYNEX comments at 59-60.
1850 NYNEX comments at 58-59.

1851 See, e.9., Cincinnati Bell comments at 29; NY NEX comments at 59; Texas Commission comments at 25; USTA
comments at 51-53.

1852 GVNW comments at 39.
1853 Seg, e.9., Sprint comments at 58; Texas Public Utility Counsel comments at 30-32; WinStar comments at 36-37.
1854 WinStar comments at 36-37.

1855 Seeinfra, Section V11.C.3., discussing generic cost models.

374



Federd Communications Commisson 96-325

783. We have consdered the economic impact of the adoption of default proxy ceilings and ranges
on smal entities, including new entrants and smal incumbent LECs.** The adoption of proxies for interim
arbitrated rates should minimize regulatory burdens on the parties to arbitration, including small entities
seeking to enter the local exchange markets and small incumbent LECs, by permitting dates to implement
the 1996 Act more quickly and facilitating competition on a reasonable and efficient basis by dl firmsin the
industry. We therefore believe that the adoption of default proxy ranges and cellings advances the
pro-competitive goas of the 1996 Act. We aso note that certain small incumbent LECs are not subject to
our rules under section 251(f)(1) of the 1996 Act, unless otherwise determined by a state commisson, and
certain other smdl incumbent LECs may seek rdlief from their state commissions from our rules under
section 251(f)(2) of the 1996 Act.'*’

784. The proxies that we establish represent the price celling or price ranges for the particular
element on an averaged basis. In Section V11.B.3.c. above, we required that rates be set on a
geographically-deaveraged bass. Consequently, states utilizing the proxies shal set rates such that the
average rate for the particular eement in a study area does not exceed the applicable proxy ceiling or lie
outsde the proxy range.

785. Wergect the use of ratesin interconnection agreements that predate the 1996 Act asa
proxy-based ceiling for interconnection and unbundled element rates. **® These exidting interconnection
agreements were not reached in a competitive market environment. Further, such agreements may reflect
the divergent bargaining power of the parties to the agreement, various public policy initiatives to advance
rura telephone service, or non-monetary quid pro quos often found in voluntarily negotiated business
arrangements that may be difficult to quantify. Thereislittle basis for us to conclude that ratesin these
interconnection agreements reflect the forward-looking, incrementa cost of interconnection and unbundled
network elements. Pricesin agreements reached since the 1996 Act are more likely than prior agreements
to provide useful information about forward-looking costs, which together with other information may be
useful in establishing proxies.

786. Inthe NPRM, we aso raised the issue of usng some measure of nationally-averaged cost
data as a proxy.’®® No such study has been submitted into the record in this proceeding.

18% See Regulatory Flexibility Act, 5 U.S.C. 88 60%t seq,
1857 47 U.S.C. § 251(f).
18%8 See discussionsupra, Section 111.C., concerning the applicability of section 252 to preexisting agreements.

189 NPRM at para. 137.
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2. Proxiesfor Specific Elements
a. Overview

787. Although we encourage states to use an economic cost methodology to set rates for
interconnection, unbundled network eements, and collocation, we will permit sates unable to analyze an
economic cogting sudy within the statutory time condraints to use default proxiesin setting and reviewing
rates. We set forth below the default proxies for specific network eements. These proxies are interim
only. They will apply only until a Sate setsrates in arbitrations on the basis of an economic cost sudy, or
until we promulgate new proxies based on economic cost models.*® We also set forth below the rate
structure rules that apply to each of network eements. These rate structure requirements are applicable
regardless of whether a State uses an economic cost sudy or the proxy approach to set rate levels.

b. Discussion
Q) L oops
@ Comments
788. A number of commenters assert that unbundled loops, in particular, are dedicated facilities,
and therefore should be priced on aflat-rated basis.*®* Sprint suggests that prices for unbundled loops not
depend on minutes of use, but rather distance.’®? MFS urges the Commission to preempt a Texas Satute
that, it contends, requires incumbent L ECs to price unbundled loops on a usage-sensitive basis. **
(b) Discussion
789. Most loop costs are associated with a single customer.®* Outside plant between a

customer's premises and ports on incumbent LEC switchesistypicaly ether physicaly separate for each
individua customer, or has codts that can easily be apportioned among users. We therefore conclude that

1860 See infra, Section V11.C.3., discussing generic cost models.

18°1 See, .9, CompTel comments at 36; Florida Commission comments at 31; MFS comments at 68e alSOAT& T
comments at 67; GSA/DoD comments at 10.

852 Sprint comments at 62.
1863 M FS comments at 62.

1864 See MTS and WATS Market StructureCC Docket No. 78-72, Phase |, Third Report and Order, 93 FCC 2d 241,
291-297 (1983).
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costs associated with unbundled loops should be recovered on aflat-rated basis. Usage-based rates for an
unbundled loop would most likely trandate into usage-based rates for new entrants retail local customers.
A retail usage-based rate would distort incentives for efficient use. Customers that had to pay a usage
charge would have an incentive not to use the network in Stuations where the benefit of using the network
exceeds the true cogt of using the network. Usage-based loop prices would put an entrant at an artificial
cost disadvantage when competing for high-volume customers.*®

790. In genera, we believe that states should use a TEL RIC methodology to establish
geographically deaveraged, flat-rate charges for access to unbundled loops. As discussed above, however,
we recognize that, in some cases, it may not be possible for carriersto prepare, or for state commissonsto
review, economic cost studies within the statutory time frame for arbitration proceedings. Because
reviewing and approving such cogt studies takes time and because many states have not yet begun, or have
only recently begun, to develop and examine such studies, it is critica for the near-term development of
local competition to have proxies that provide an gpproximation of forward-looking economic costs and
can be usad by gates dmost immediately. These proxies would be used by a state commission until it is
able either to complete a cost study or to evauate and adopt the results of a study or studies submitted in
the record. In an NPRM to be issued shortly, we will investigate more fully various long-run incrementa
cost modelsin the record with an eye to developing a mode that can be used to generate proxies for the
forward looking economic costs of network elements. Until such time as we can develop such amodd, we
have developed the following default proxy ceilings that Sate commissions that have not completed forward
looking economic cost sudies may usein the interim as an approximation to the forward looking cost of the
locdl loop.

791. State commissons may use this proxy to derive amaximum (or celling) loop rate for each
incumbent LEC operating within their ate, and may establish actual unbundled loop rates a any leved less
than or equd to this maximum rate in specific arbitrations or other proceedings. Of course, we are
encouraging states to have economic studies completed wherever feasible. Moreover, sateswill have to
replace this proxy celling with the results of their own forward looking economic cost study or the results
produced by a generic economic cost mode that the Commission has approved. 5%

792. We are adopting a proxy ceiling based on two cost models and rates for unbundled loops
alowed by six gates that had available to them the results of forward-looking economic cost studies at the

1855 We note that MFS has filed a separate petition asking the Commission to preempt certain provisions of the Texas
statute, which it contends requires incumbent L ECs to sell unbundled local loops on a usage-sensitive basiSee
Public Notice,Petition for Preemption of Local Entry Barriers Pursuant to Section 2531 FCC Rcd 6578 (Com. Car.
Bur. 1996) MFS Texas Petitior). We will rule specifically on the Texas statute when we consider tHelFS Texas
Petition.

18% Seeinfra, Section V11.C.3., discussing generic cost models.
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time they consdered ether interim or permanent rates for the unbundled loop eement. These dates are
Colorado, Connecticut, Florida, 1llinois, Michigan, and Oregon. Each of these states has used a standard
that appears to be reasonably close to the forward-looking economic cost methodology that we require to
be used, athough possibly not consistent in every detail with our TELRIC methodology.#” Generaly,
these states gppear to have included an dlocation of forward-looking common costsin their unbundled
loop prices. Theindividua gtate studies resulted in the following average rates for unbundled loca loops:
Colorado, $18; Connecticut, $12.95; Florida, $17.28; Illinais, $10.93; Michigan, $10.03; and Oregon,
$12.45, computed as set forth below.

793. The Colorado Commission set an interim rate of $18 per month for unbundled loops
terminated at the main distribution frame of the LEC switch.*®® The Connecticut Commission ruled that
SNET must provide the following interim unbundled loop prices varying by four zones: metro $10.18;
urban $11.33; suburban $15.33; and rural $14.97.1%%° |n the absence of further information about
customer dengity or average loop length by zone, we used a smple average equal to $12.95. The Florida
Commission set an interim rate for 2-wire loops at $17.00 per month for BellSouth, $15.00 for

1867 See In re: USWest Communications, Inc. Filing of Advice Letter No. 2610 In Compliance with Commission
Decision No. C96-521 Adopting Emergency Rules (TariffDocket No. 96S-233T, Decision No. C96-655 (Colorado
Commission, June 21, 1996)[Colorado Decisiorl] at 58-64 (interim unbundled loop prices set after review of
TSLRIC cost studies);Re Southern New England Telephone CompanyOrder No. 95-06-17, 1995 WL 803837 (Conn.
D.P.U.C., December 20, 1995)[Connecticut Decisiorl] at 9-10, 72 (same);In re: application of City Signal, Inc., for
an order establishing and approving interconnection arrangements with Ameritech Michiga@ase No. U-10647
(Michigan Commission, February 23, 1995) [Michigan Decisior] at 32, 56-57

(setting interim unbundled loop rates based on estimated TSLRIC costs)n Re: Resolution of petition(s) to
establish nondiscriminatory rates, terms and conditions for resale involving local exchange companies and
alternative local exchange companies and alter native local exchanges companies pursuant to Section 364.161,
Florida Statutes Docket No. 950984-TP, Order No. PSC-96-0444-FOF-TP, (Florida Commission, March 29,
1996)["Florida Decisionl"] at 16 (interim unbundled loop prices set with reference to Bell South cost studiedn Re:
Resolution of petition(s) to establish nondiscriminatory rates, terms and conditions for resale involving local
exchange companies and alter native local exchange companies and alternative local exchanges companies
pursuant to Section 364.161, Florida StatutesDocket No. 950981-TP, Order No. PSC-96-0811-FOF-TP (Florida
Commission, June 24, 1996)[Florida Decision II'] at 25-26 (setting rates after review of GTE and United/Centel cost
studies); In re: Investigation into the Cost of Providing Telecommunications Service®rder No. 96-188, (Oregon
Commission, July 19, 1996)[Oregon Decisior'] at 78 n.61 (interim unbundled loop prices generally based on LRIC
estimates plus applicable group related costs, and an additional contribution for recovery of joint and common
costs); Illinois Bell Telephone Company Proposed introduction of a trial of Ameritech's Customers First Planin
[1linois Docket Nos. 94-0096/94-0117/94-0146/94-0301 (Illinois Commission, April 7, 19955ftistomer s FirstOrder”]
at 54, 61 (rates set with reference to Ameritech's LRSIC studies).

1868 Colorado Decisionat 66.

1869 Connecticut Decisionat 74.
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United/Centel, and $20.00 for GTE."™® Using weights equa to the number of loops served by each
company in 1994 as reported in the M onitoring Report,**™ we computed a weighted average price equa
to $17.28. Pursuant to its Customers First Order, the lllinois Commerce Commission approved tariffs
establishing business rates equal to $7.08, $10.92, and $14.45, and residential rates equal to $4.59, $8.67,
and $12.14 in three density zones.®®"* Based on data from Table 2.5, page 20 of the Common Carrier
Statigtics, 1995 Preiminary, we found a 36 percent - 64 percent busness resdentid split. Using lllinois
Commission data for number of householdsin each density zone (996,750 in zone A; 2,788,759 in zone B;
4,594,567 in zone C), we computed an average loop cost of $10.93. The Michigan Commission approved
trangtional rates of $8.00 per loop for business and $11 per loop for residence.’®® Based on Common
Carrier Statigtics, 1995 Preliminary data, we computed a 32 percent - 68 percent business-residential split
in Michigan, which leads to an average rate of $10.03. The Oregon Commission s&t therate for a"basic
2-wire loop set" at $11.95 plus $0.50 for a network access channe connection, for atota price of
$12.45.157

794. In order to set aproxy ceiling for unbundled loop € ements we make use of the two cost
models for which nationwide data are available and upon which parties have had the opportunity to
comment in this proceeding. These modds are the Benchmark Cost Modd (BCM) **” and the Hatfield
2.2.1%° Basad on our current information, we believe that both these models are based on detailed
engineering and demographic assumptions that vary among states, and that the outputs of these models
represent sufficiently reasonable predictions of relative cost differences among states to be used as set forth
below to sat aproxy celling on unbundled loop prices for each state. We do not believe, however, that
these modd outputs by themsalves necessarily represent accurate estimates of the absolute magnitude of

1870 Florida Decisionl at 19; Florida Decision |lat 25-26.

1871 M onitoring Report, CC Docket No. 87-339, May 1996 (listing the following number of loops by company: GTE,
1,909,172; United/Centel, 1,627,314; BellSouth, 5,328,280).

1872 See Ameritech Tariff, 11l. C.C. No. 20, Part 19, Section 1, issued October 23, 1995.

1873 Michigan Decisionat 94.

1874 Oregon Decisionat Appendix C, p.1.

1875 Benchmark Cost Model: A Joint Submission by MCI Communications, Inc., NYNEX Corporation, Sprint
Corporation, U SWest, Inc(December 1995), submitted by MCl Communications, Inc., NYNEX Corp., Sprint/United
Management Corp., U SWest, Inc. on July 24, 1996§CM). For amore detailed discussion of thd8CM, see infra,
Section VII.C.3.

1876 Hatfield Model, Version 2.2, Release 1(Hatfield Associates, Inc., March 1996), submitted by AT& T and MClI

on May 16, 1996 Hatfield 2.2); see alsoAT& T reply at Appendix D (Update of the Hatfield Model Version 2.2,
Release 1). Seeinfra, Section VI1.C.3, for amore detailed discussion of the various versions of thelatfield model.
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loop cogts. Aswe discuss below, further analysisis necessary in order to evaluate fully the procedures and
input assumptions that the models use in order to derive cost estimates. Furthermore, in the case of BCM,
mode outputs include costs in addition to the cost of the loca loop. In order to correct for these
condderations, we have developed a hybrid cost proxy in the following manner. First, we have applied a
scaing factor to the cost estimates of each modd. This scdling is based on the actud rates computed for
unbundled loop dements in the Sx States referred to above. Specificaly we have multiplied the cost
estimate produced by each modd in each state by afactor equa to the unweighted average of rates
adopted by state commissionsin the Sx states, divided by the unweighted average of the model cost
edimates for the same six dates. Our hybrid cost proxy is computed as the Smple average of the scaled
cost estimates for the two modelsin each of the 48 contiguous States and the Didrict of Columbia. Neither
BCM nor Hatfield 2.2 provide cost estimates for Alaska and only the BCM provides an estimate for
Hawaii. Our default loop cost proxies for Hawaii and Puerto Rico are based on the default loop cost
proxies of the states that most closely gpproximate them in population density per square mile.®” We are
not setting default loop cost proxiesin this Order for Alaska or for any of the remaining non-contiguous
areas subject to the 1996 Act requirement that incumbent L ECs offer unbundled loop elements. We are
not establishing default loop cost proxies for these areas because we are unsure that comparisons of the
population dengties of the continental states and of Alaska and other non-contiguous areas subject to the
1996 Act fully capture differencesin loop costs. Regulatory authorities in those areas may seek assistance
from this Commission should default loop cost proxies be needed before they have completed their
investigations of the forward-looking costs of providing unbundled loop eements. Since our intention isto
edtablish a ceiling for unbundled loop rates, we bdieve that it is necessary to take account of the variaion in
the data that we have used for scaling. While the Sx states that we considered appear to have based their
rates on forward-looking economic cost pricing principles, the actua rates that they approved appear to
reflect other factorsas well. Furthermore, because only a small number of states have conducted such
gudies, some upward adjustment is warranted as a safety margin to ensure that the celling captures the
variation in forward-looking economic costing prices on a Sate-by-date bass. We have therefore chosen
to adjust the hybrid cost estimates upward by five percent for each state. A table listing the proxy ceilings
on a datewide average bassis contained in Appendix D.

795. A number of parties have opposed the use of ether the Hatfield model or BCM.*¥® Some
critics, for example, have argued that the models may lead to inaccurate cost estimates since these estimates

77 Thereis astrong (negative) correlation between population density and the loop costs reported by all the cost
models. The correlation is significant at the 5% level. Population densities are from The Statistical Abstract of the
United States 1995, Table Number 23. For Puerto Rico, land areaisfrom Table 361 and population is from Table 1345.

1878 For amore detailed discussion of these generic cost model see infra, Section VI11.C.3.
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assume that a network is built "from scratch."*#”  Others have criticized specific procedures that have been
used in the models to estimate both operating expenses and capital costs. As discussed below in Section
VI1I.C.3., we bdlieve that these criticisms may have merit. In afuture rulemaking proceeding, we intend to
examine in greater detail various forward looking economic cost models. For the purposes of setting an
interim proxy, however, we note that the criticisms have been directed largely toward the absolute level of
cost estimates produced by the models, rather than the relative cost estimates across states. Since our
hybrid proxy celling explicitly scalesthe model cost estimates based on existing Sate decisons and uses the
modd results Smply to compute relative prices, we believe that these criticisms do not apply in the present
context.

796. We dso note that athird mode, the BCM 2,*** could have been used in the construction of
our interim cost proxy by smply taking the scaled cost estimates from three cost models instead of two.
We have chosen not to follow this approach since parties have not had an opportunity to comment on the
possible deficiencies of the BCM 2. For comparison purposes, however, we have computed the
corresponding ceiling cost estimates, and have found that the scaled costs using the three model proxy are
very similar to the esimated costs that were derived using the two models.*®*

797. Asdiscussed above, we believe that cost-based rates should be implemented on a
geographicaly deaveraged bass. We dlow dtates to determine the number of density zones within the
date, provided that they designate at least three zones, but require that in al cases the weighted average of
unbundled loop prices, with weights equa to the number of loopsin each zone, should be less than the
proxy ceiling set for the Statewide average loop cost st forth in Appendix D.

798. Asnoted above, we have not yet had sufficient time to evduate fully any of the cost modds
that have been submitted in the record, and our hybrid proxy is therefore intended to be used only on an
interim basis. We believe that the methodology is congstent with forward-looking cost studies, but we dso
recognize that there may be stuations in which forward looking loop costs will differ from computed costs,
and accordingly, we have increased the Sate average loop costs by five percent and established the proxy
asaceling. We emphasize that use of the hybrid proxy modd can be superseded at any time by afull
forward looking economic cost study that follows the guiddines set forth in this order. In addition, we are

879 See, e.g., Florida Commission comments at 28-29; USTA comments at 54 n.45; Rural Tel. Coalition reply at 35.

1889 Benchmark Cost Model 2(July 1996), submitted by Sprint Corp. and U S West, Inc., on July 24, 19968CM 2).
For amore detailed discussion of this generic cost modekee infra, Section VI1.C.3.

1881 The coefficient of correlationis0.991. Since the models are deterministic, this correlation does not reflect any
relevant statistical properties of the models.
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currently in the process of evauating the more detailed cost models that have been submitted in the
record,™* and will issue a further notice on the use of these modelsin the near future.

2 L ocal Switching
@ Comments

799. Several IXCs propose that local switching rates be part flat-rated and part usage-sendtive.
LDDS argues that the price of the unbundled switching element should reflect as closdly as possible the
manner in which switching costs are incurred. It believesthat line-related costs should be recovered
through aflat per-line capacity charge, based on a contracted-for number of lines, with an additiona usage-
based trunking port charge and a combination of per-line and usage-based charges to recover busy hour
related costs.® AT& T similarly argues that switching rates should be based on a capacity charge for line-
specific codts plus a usage sensitive charge based on caling volume. *®* M CI gtates that switching costs are
afunction of line connections, trunk connections, and busy hour demand on the switch matrix and
processor. Hence, the rate for the switching eement should have a sub-element price relating to each sub-
element, set to recover the associated TSLRIC.*®* Sprint, on the other hand, contends that the charge for
the locd switching element should consist of two flat-rated charges, one based on the number of
interconnector lines receiving dedicated access to the first point of concentration in the switch, and the
second on the number of links between the termination equipment and the switch that an interconnector has
ordered to provide it with switching capacity at its desired grade of service.’®*¢ CompTéd argues that trunk
port charges should be usage sengitive because trunk ports are used by multiple parties and that the
network element for end-office serving wire center (provided by tandem switching) should be priced on a
per minute basis'®’

800. Time Warner argues that pricing switched-based network elements on aflat-rated bass
could give non-facilities-based competitors artificialy created cost advantages over those who choose to

1882 For amore detailed discussion of the cost models submitted in this dockesge infra, Section VII1.C.3.
%83 DDS comments at 57.

1884 AT& T comments at 68.

1885 M CI comments at 30.

1888 Sprint comments at 35, 62.

1887 CompTel comments at 36, 45.
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invest in the development of competing networks.*® |t dlso argues that nothing in the 1996 Act suggests
that switches should not be priced based on a per-use basis rather than a per-line or per-partitioned portion
of the switch basis’®® NEXTLINK supports the use of rate structures that reflect peak and off-peak
costs, but notes that the advantage of such structures must be balanced againgt the disadvantages of
complexity and possible disputes that could arise with regard to more complex billing sysems.™®® The
Washington Commission notes that the switched access price structure for interexchange accessis usage
sengtive, but it states that usage-senditive pricing structures for switched access are inappropriate for loca
interconnection services in Washington because state law prohibits mandatory measured locad service. To
the extent that network element costs are driven by peak demand, the Washington Commission states that
rates should reflect that tendency. It would prefer to see rate structures that more accurately reflect pesk,
rather than average demand and has expressed a strong interest in flat-rated port charges. The Washington
Commission states that a flat rate based upon cost of providing capacity at peek load is possibly the most
economicaly correct pricing mechanism; off-peak usage then is at virtually zero cost. ®*

801. LDDSand AT&T argue that there should be no additiona charges for vertical features
provided by the switch, as the cost of providing those features should dready be reflected in the charge for
unbundled loca switching.®®? MCI has asmilar view, arguing that, because incumbent LECs do not incur
the cogt of vertica features on a usage basis, custom caling features should be included in the price for
unbundled loca switching.'*#

802. Incumbent LECs and Sprint, however, argue that vertica features are retail services offered
to end users today, and must be purchased by the competitor under the wholesale rate provison of the
1996 Act.”®* In making that argument, however, Sprint notes that athough it is not technically feasible to
unbundle vertical services the cogts of such services can be identified and should be excluded from the price
of the loca switching dement.’®*> Bell Atlantic notes that services currently sold at aloss are subsidized by

1858 Time Warner comments at 59.

1859 Time Warner comments at 59.

1899 NEXTLINK comments at 30.

1891 Washington Commission comments at 29-30.

1892 AT& T comments at 21 n.22; LDDS comments at 56-57.
1893 M CI comments at 31.

1894 See, e.9., SBC comments at 38; Sprint comments at 36-37.

1895 Sprint comments at 37 n.15.
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vertical service offerings. It assertsthat, if these offerings were trested as unbundled elements that must be
provided a cost instead of wholesde retail services, then a serious takings issue would arise.®® ALLTEL
contends that the Commission should not permit the 1996 Act's resde price standards to be undercut by
carriers attempting to mimic LEC networks by assembling unbundled eements obtained at below cost
prices.®” USTA contends that section 251(c) does not alow carriers to assemble unbundled network
elements to recongtruct and provide retail services offered by the incumbent LECs.**® The Competition
Policy Indtitute argues in response, that the existence of unbundled network eements should not be
presumed to be a substitute for aresold service.® NYNEX argues that a competitor should not be
allowed to obtain resold local exchange service and ask for vertical features at cost-based rates. It argues
that the two competitive vehicles were intended to meet different strategic needs, they were not intended to
provide opportunities for arbitrage.™*®

803. Severd commentersincluded estimates of the cost for end-office switching. MCI provides
an estimate of the cost of end-office switching as caculated by the Hatfield 2 modd.**** Using the least
cost, mogt efficient technology available in the market a the time, MCl  edtimates that the TSLRIC of end-
office switching is equal to 0.18 cents ($0.0018) per minute of use.*®? AT& T provides an updated version
of the Hatfield 2 modd, the Hatfield 2.2, which treats the incumbent LECs current wire center locations
as "fixed" nodesin areconstructed network.*** Cox reports that the Hatfield 2.2 modd estimates that
average TSLRIC of end office switching for most states clusters around 0.2 cents ($0.002) per minute of
u$.1904

18% Bell Atlantic reply at Exhibit 2 (Declaration of Richard A. Epstein), p.7.
1897 ALLTEL reply at 7.

1898 USTA reply at 8.

1899 Competition Policy Institute comments at 26.

190 NYNEX comments at 30, 36, 39.

1901 M CI comments at Attachment 1, "The Cost of Basic Network Elements, Theory, Modeling, and Policy
Implications,” prepared for MCI by Hatfield Assoc., Inc.

1902, at 34; see alsoNCTA comments at Attachment 1 (Declaration of Bruce M. Owen), p. 34-35 (converting the
Hatfield 2 estimate for end-office switching and switch port costs into a per minute rate of 0.26 cents).

9% Hatfield Model, Version 2.2, Release 1(Hatfield Associates, Inc., March 1996), submitted by AT& T and MCI
on May 16, 1996 Hatfield 2.2); see alsoAT& T reply at Appendix D (Update of the Hatfield Model Version 2.2,
Release 1), p.1-3.

1904 | etter from J.G. Harrington, Dow, Lohnes & Albertson, on behalf of Cox Communications, to William F. Caton,
Acting Secretary, FCC, June 20, 1996, in CC Docket No. 95-185, at Tab 2 (Review of Record on LEC Local transport
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804. GTE criticizesthe Hatfield 2.2 modd and its assumptions, arguing that the Hatfield model
auffers from serious inaccuracies and produces results that are inconsstent with what can actudly be
observed.®> GTE reports that the Cost Proxy Mode, which was submitted by Pacific Telesis*®
estimates the average cost of routing traffic through end-office switches is equd to 0.35 cents ($0.0035)
per minute of use™’

805. In pleadingsfiled in the LEC-CMRS Interconnection proceeding,’®® Cox asserts that the
average incrementa cost of inter-office transport and termination of traffic is 0.2 cents ($0.002) per minute
of use™ |n the same proceeding, U S West argues that Cox's estimate of 0.2 cents per minute of use
ignores the large differentid between the costs of terminating cals during peak and off-peak hours. ™
USTA clamsthat the average incrementa cost of cal termination is 1.3 cents ($0.013) per minute of
u$-1911

806. In response to the LEC-CMRS Interconnection NPRM, many commenters assert that the
mgority of CM RS providers interconnect with incumbent LEC networks a incumbent LECs tandem
offices’™? U S West assarts that Cox's estimate of 0.2 cents ($0.002) per minute of use underestimates the
actua cogt of trangporting and terminating traffic, and clams that, using the same data and methodology as

and Termination Costs Finding from LEC Cost Studies), B.(Cox June 20, 1996 Ex Parté.

1995 | etter from Whitney Hatch, Assistant Vice President Regulatory Affairs, GTE, to William F. Caton, Acting
Secretary, FCC, July 11, 1996 at Attachment 2 (Economic Evaluation of Version 2.2 of the Hatfield M odel).

1906 The Cost Proxy Model(INDETEC International, 1996), submitted by Pacific Telesis Group on June 7, 1996 PM).

1907 |_etter from Whitney Hatch, Assistant Vice President Regulatory Affairs, GTE, to William F. Caton, Acting
Secretary, FCC, July 11, 1996 at Attachment 2 (Economic Evaluation of Version 2.2 of the Hatfield Model), pp.16-17.

1908 | nter connection Between Local Exchange Carriers and Commercial Mobile Radio Service ProvideGC
Docket No. 95-185, Notice of Proposed Rulemaking, 11 FCC Rcd 5020, 5038 (1996)[EC -CMRS Interconnection
NPRM);

1909 etter from J.G. Harrington, Dow, Lohnes & Albertson, on behalf of Cox Communications, to William F. Caton,
Acting Secretary, FCC, June 20, 1996, in CC Docket No. 95-185 at Tab 2 (Review of Record on LEC Local Transport
and Termination Costs Finding from LEC Cost Studies), pp.1:2&ee also L etter from Robert F. Roche, CTIA, to
William F. Caton, Acting Secretary, FCC, December 8, 1995, in CC Docket No. 94-54, (Incremental Cost of L ocal
Usage, Brock Paper No. 3), p.1.

919U S West commentsin CC Docket No. 95-185 at Attachment A (A Response to Dr. Gerald Brock), p.13.

1911 USTA commentsin CC Docket No. 95-185 at Attachment (Bill and Keep: A Bad Solution to a Non-Problem),
pp.9-10.

1912 See, e.9., U SWest commentsin CC Docket No. 95-185 at Attachment A (A Response to Dr. Gerald Brock), p.13.
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Cox, the incremental cost of trangporting and terminating traffic through the tandem is gpproximatdly three
times higher than Cox's estimate.”** In the same proceeding, AirTouch, relying on 1994 tesimony before
the Georgia Commission, asserts that the LRIC of trangporting and terminating a call through the tandem
equals approximately 0.49 cents ($0.0049) for the first minute of a call and 0.12 cents ($0.0012) for each
additional minute of use.®®* This estimate is based on the presumption that it should cost roughly half as
much to complete acal interchanged at atandem switch as it doesto both originate and terminate a cal
entirely on one network.™* Pacific Bell, assarts that the average LRIC for termination of calls under
"Feature Group B," which appears to include terminations at tandems switchesin addition to end-office
terminations, equas 0.62 ($0.0062) cents per minute of use.*°

807. State commissions, that have set rates for the trangport and termination of traffic, generally set
rates for terminations where parties interconnect a either the end office or the tandem office.™®"” The
Maryland Commission has st reciproca and symmetrica rates for the trangport and termination of traffic
based, among other things, on arate proposal caculated by a staff witness.™®  In the Maryland
proceeding, the actua cost of tandem and end-office switch terminations are considered proprietary and
were, therefore, not directly reported, but the staff witness testified that the calculation of direct, shared,
and common costs is less than one-half his proposed rate of 0.6 cents ($0.006) per minute of use for
terminations routed through the tandem-office switch.***® The Maryland Commission ultimately adopted
rates of 0.3 cents ($0.003) per minute of use end-office-switch terminations and 0.5 cents ($0.005) per
minute of use for terminations a the tandem switch. "

808. The Illinois Commission has adopted arate equd to 0.5 cents ($0.005) per minute of use for
terminations routed directly through end-office switches and 0.75 cents ($0.0075) per minute of use for

1913 Id

1914 AjrTouch commentsin CC Docket No. 95-185 at 32-33.

1915 Id

191 pacific Bell commentsin CC Docket No. 95-185 at Exhibit B (Statement of Professor Jerry A. Hausman) at p.14.

917 See, e.g., Maryland Commission comments at Appendix B (M aryland Commission Order No. 72348, Case No. 8584
Phase 1), p.28-32.

1918 | .
19191, at 29.

19201, at 32.
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calls routed through tandem switches.™* lllinoiss rate includes an dement for recovering a " contribution”
over and above the long-run service incrementa cost of termination.**? lllinois arrived a itsfind rates by
identifying the proposed rates that would pass imputation tests.®*  In Massachusetts, NY NEX testified
that the average marginal cost of end-office switching equals 0.129 ($0.00129) cents per minute of use.™#*
Cox reports that the Florida staff, after reviewing local service cost support data filed by GTE and
Centdl/United, concluded that the sum of the estimated TSLRIC for end-office switching and the LRIC for
tandem-office switching and transport equals 0.25 cents ($0.0025) per minute of use.***

809. The peak-period interconnection ratesin New Y ork between NYNEX and other facilities-
based, full service loca exchange providers are set at 0.74 cents ($0.0074) per minute of use (end office)
and 0.98 cents ($0.0098) per minute of use (tandem).¥* Off-peak rates are 0.27 cents ($0.0027) (end
office) and 0.29 cents ($0.0029) (tandem).***” The Michigan Commission has established mutud
compensation rates of 1.5 cents ($0.015) per minute of use for calls passing directly through an end-office
switch or through tandem office switches.™¥®

(b) Discussion

810. We conclude that a combination of aflat-rated charge for line ports, which are dedicated to a
single new entrant, and either aflat-rate or per-minute usage charge for the switching matrix and for trunk
ports, which condtitute shared facilities, best reflects the way costs for unbundled locd switching are
incurred and is therefore reasonable. We find that there is an insufficient basisin the record to conclude
that we should require two flat rates for unbundled local switching charges as proposed by Sprint.

1921 |[linois Commission comments at Attachment C (I1linois Commerce Commission Docket No. 94.0096), pp.83-86, 98.

1022 | .
19231d, at 85.

1924 See M ass. Commission comments at Attachment 3 (Testimony of Paula L. Brown, Managing Director, NYNEX
Corporation, in M assachusetts Dept. of Pub. Util. Docket No. 93-125, Workpaper 2), June 14, 1993, p.6.

1925 Cox June 20, 1996 Ex Parteat 4 (citing Florida Docket No. 950985-TP).

1926 Competition, The State Experienceat 81 (compilation of written responses by state commission staffs to
guestions by FCC staff, compiled by NARUC) (March 8, 1996).

1927 Id

1928 Michigan Commission comments at Attachment 1 (State of Michigan, Case No. U-10647, Opinion and Order,
February 23, 1995), p.28.
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811. Based on the record in this proceeding and in the LEC-CMRS Interconnection proceeding,
we conclude that a range between 0.2 cents ($0.002) per minute of use and 0.4 cents ($0.004) per minute
of use for unbundled locd switching is a reasonable default proxy. In setting this default price range, we
congder the range of evidence in the record, and believe that the most credible sudiesfal at the lower end
of thisrange®® However, S0 asto minimize disruption for any state that has set arate only marginaly
outside this range, we will grandfather any state that has set arate at 0.5 cents ($0.005) per minute of use
or less pending completion of an economic study pursuant to the methodology set forth in this Order.

812. The forward-looking cost studies contained in the record estimate that the average cost of
end-office switching ranges from 0.18 cents ($0.0018) per minute of use™** to 0.35 cents ($0.0035) per
minute of use™* Maryland and Florida have adopted rates based on forward-looking economic cost
studies that fall within the default price range we are adopting.”** NY NEX's estimate of 0.129 cents
($0.00129) per minute of use, in the M assachusetts proceeding, is estimate an estimate of the margina cost
of end-office switching.”***  As discussed above, we generaly expect studies esimating margind costs to
generate estimates that are less than estimates derived from TEL RIC-based studies. We, therefore,
conclude that 0.2 cents ($0.002) per minute of use is a reasonable lower end of the price range for end-
office switching.

813. USTA'sedimate of 1.3 cents ($0.013) appearsto be an outlier that is Sgnificantly higher than
the other estimates®* We find that USTA's estimate does not represent an appropriate cost mode for
termination of traffic. USTA's edtimate is based on the high end of a set of econometric estimates of LEC-

1929 See, e.¢., Maryland Commission comments at Appendix B (Maryland Commission Order No. 72348, Case No. 8548
Phase I1), p.28-32; Letter from Robert F. Roche, CTIA, to William F. Caton, Acting Secretary, FCC, December 8, 1995,
in CC Docket No. 94-54 (Incremental Cost of Loca Usage, Brock Paper No. 3), p.Hatfield Model, Version 2.2,
Release 1, (Hatfield Associates, Inc. March 1996), submitted by AT& T and MCI on May 16, 1996; AT& T reply at
Appendix D (Update of the Hatfield Model, Version 2.2, Release 1).

1930 See M Cl comments at Attachment 1, "The Cost of Basic Network Elements, Theory, M odeling, and Policy
Implications," prepared for MCI by Hatfield Assoc., Inc. p.34.

1931 | etter from Whitney Hatch, Assistant Vice President Regulatory Affairs, GTE, to William F. Caton, Acting
Secretary, FCC, July 11, 1996 at Attachment 2 (Economic Evaluation of Version 2.2 of the Hatfield Model), pp.16-17.

1932 See Maryland Commission comments at Appendix B (Maryland Commission Order No. 72348, Case No. 8584
Phase I1), pp.28-32;Cox June 20, 1996 Ex Parteat 4.

19%% See M ass. Commission comments at Attachment 3 (Testimony of Paula L. Brown, Managing Director, NY NEX
Corporation, in M assachusetts Dept. of Pub. Util. Docket No. 93-125, Workpaper 2), p.6.

1934 USTA commentsin CC Docket No. 95-185 at Attachment (Bill and Keep: A Bad Solution to a Non-Problem), pp.9-
10.
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reported cost data rather than an independent cost estimate, and USTA gives no explanation of why we
should regard this asthe best estimate. In addition, USTA'sfigure is derived, at least in part, from studies
that attempt to measure the incremental cost of end-to-end use of the network for loca calls, not the cost of
loca switching. Pacific Bel's study of the average LRIC of acal terminating under "Feature Group B" %
gpparently includes terminations at tandem switches in addition to end-office terminations.

814. Michigan and Illinois have adopted rates for trangport and termination of traffic that are higher
than the default price range we adopt for end-office switching.®*  Michigan, which established mutua
compensation rates of 1.5 cents ($0.015) per minute of use, did not review aforward-looking cost
study.’**" llinoiss 0.5 cents ($0.005) per minute rate for termination through the end office is just outside
the range we are establishing. First, as previoudy stated, we are grandfathering rates of 0.5 cents ($0.005)
per minute or lower. Further, we do not believe Illinoiss rate overrides the weight of evidence in the
record, which supports the range we are establishing.

815. Statesthat do not calculate the rate for the unbundled local switching eement pursuant to a
forward-looking economic cost study may, in the interim, set the rate so that the sum of the flat-rated
charge for line ports and the product of the projected minutes of use per port and the usage-sengitive
chargesfor switching and trunk ports, al divided by the projected minutes of use, does not exceed 0.4
cents ($0.004) per minute of use and is not lower than 0.2 cents ($0.002) per minute of use. A state may
impose arate for unbundled loca switching that is outsde thisrange if it finds that a forward-looking
economic cost study shows a higher or lower rate isjudtified. States that use our proxy and impose flat-
rated charges for unbundled loca switching should set rates so that the price falls within the range of 0.2
cents ($0.002) per minute of use and 0.4 cents ($0.004) per minute of useif converted through use of a
geographicaly disaggregated average usage factor. A default price range of 0.2 cents ($0.002) per minute
of use and 0.4 cents ($0.004) per minute of use should alow carriers the opportunity to recover fully their
additiond cost of terminating acal including, according to Maryland's sudy, a reasonable dlocation of
common cogs. We observe that the most credible studies in the record before usfal at the lower end of
this range and we encourage states to consder such evidence in their anayss.

816. With respect to the argument that vertical features should be priced pursuant to the resdle
price sandards, we concluded earlier that vertical features are part of the unbundled loca switching

1935 pacific Bell commentsin CC Docket No. 95-185 at Exhibit B (Submission of Jerry A. Hausman), para. 32.

1938 Michigan Commission comments at Attachment 1 (State of Michigan, Case No. U-10647, Opinion and Order,
February 23, 1995), p.28; lllinois Commission comments at Attachment C (Illinois Commerce Commission Docket No.
94.0096), pp.83-86, 98.

1987 Michigan Commission comments at Attachment 1 (State of Michigan, Case No. U-10647, Opinion and Order,
February 23, 1995), p.28.
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element, because they are provided through the operation of hardware and software comprising the
"facility” that isthe switch.®®*® Accordingly, the pricing standard in 252(d)(1) applies to vertical festures as
part of the functiondity of the switch. As previoudy discussed, dlowing new entrants to purchase switching
and vertical features as part of the local switching network element is an integrd part of a separate option
Congress has provided for new entrants to compete against incumbent LECs. %%

817. The 1996 Act establishes different pricing standards for these two options available to new
entrants -- resale of services pursuant to section 251(c)(4) and unbundled eements pursuant to section
251(c)(3). Where the new entrant purchases vertical features as part of its purchase of an unbundled local
switching eement, the price of that element, including associated vertica features, should be determined
according to section 252(d)(1). The availability of vertical services as part of awholesde service offering is
distinct from their availability as part of the local switching network eement. In these circumstances,
alowing the new entrant to combine unbundled eements with wholesdle servicesis an option that is not
necessary to permit the new entrant to enter the loca market.

818. Asto Bdl Atlantic's takings argument, we concluded above that the pricing of unbundled
elements according to the just and reasonable standard in section 251(c)(2) and (c)(3), and applied in
section 252(d)(1), is not an uncongtitutional taking.®* That analysis, which looks a the overdl rates
edtablished by our regulations, gpplies with equa force to the pricing of unbundled loca switching, inclusive
of asociated vertical features. A forward-looking economic cost methodology enables incumbent LECsto
recover afair return on their investments and Bell Atlantic has provided no specific evidence to the
contrary. We conclude that our pricing methodology for unbundled loca switching, inclusive of associated
vertical features, provides just compensation to incumbent LECs.

9% See supra, Section V.J., discussing unbundled local switching.

1939 ]tis unlikely that competitors will have a fully redundant network in place when they initially offer local
service, because the investment necessary is so significant. Some facilities and capabilities.. . . will likely need to be
obtained from the incumbent [L EC] as network elements pursuant to new section 251." Joint Explanatory Statement

at 148.

1940 See supra, Section V11.B.2.a.(3)(c).
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3 Other Elements
@ Comments

819. AT&T arguesthat charges for common transport should be usage senstive, and that Sgnaling
links, sgnd transfer point, and service control point should be priced usng a combination of flat-rated
capacity charges and usage-senstive charges.** The Ohio Consumers Counsdl agrees with AT& T about
the principles of rate structure, but argues that the specific prescriptions for rate structure proposed by
AT&T are unnecessary if the principles are adopted.***?  Sprint assarts that common transport rates should
be per-minute charges that vary with distance.***® MCI argues that trunk connection costs should be
recovered through a minute-of-use charge.*** AT& T argues that dedicated transport rates should be non-
usage sengtive!*

(b) Discussion

820. The primary categories of network elements identified in this Order, other than loops and
switching, are transport, sgnaing, and collocation. Our rule that dedicated facilities shall be priced on a
flat-rated basis** appliesto dedicated transmission links because these facilities are dedicated to the use of
a specific customer.

821. For dedicated transmisson links, states must use existing rates for interstate dedicated
switched transport as a default proxy ceiling. We believe these rates are currently at or close to economic
cost levels. Such rates were set based on interstate specia access rates, which we found based on the
record in the Transport proceeding were relatively closeto costs.**” These interstate access rates
originaly were based on incumbent LEC accounting cogts, rather than a forward-looking economic cost

1941 AT& T comments at 68.

1942 Ohio Consumers Counsel reply at 16.

1943 Sprint comments at 63.

¥ MCI comments at 30.

195 AT& T comments at 67.

194 See supra, Section VI1.B.3.

1947 First Transport Order, 7 FCC Rcd at 7028 (1992);Transport Rate Structure and PricingCC Docket No. 91-213,

Third Memorandum Opinion and Order on Reconsideration and Supplemental Notice of Proposed Rulemaking, 10
FCC Rcd 3030, 3038-39 (1994).
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model. Since 1991, however, incumbent LEC interstate access rates have been subject to price cap
regulation, and have therefore been disengaged from embedded costs.***

822. Typicdly, transmission facilities between tandem switches and end offices are shared facilities.
Pursuant to our rate structure guidelines, states may establish usage-sengtive or flat-rate charges to recover
those costs. For shared tranamission facilities between tandem switches and end offices, states may use as
adefault proxy celing the rate derived from the incumbent LEC's interstate direct trunked transport ratesin
the same manner that we derive presumptive price caps for tandem switched transport under our interstate
price cap rules, using the same weighting and loading factors.**® We conclude above that interstate direct-
trunked transport rates provide a reasonable default proxy celling for unbundled dedicated transport rates.
When we restructured the incumbent LECS interstate transport rates to be more closdy aigned with codt,
we derived presumptive tandem-switched transmission rate levels from direct-trunked transport rates. **°
This proxy celling for shared tranamisson facilities between tandem switches and end offices, therefore,
should be smilarly derived.

823. The United States Court of Appesalsfor the Didtrict of Columbia Circuit recently remanded
our interim transport rules. ™" The court concluded that the Commission had not provided sufficient
judtification for its method of establishing the rate level of the interstate switched access rate lement for

9% | nterstate access rates for dedicated transport vary by region, type of circuit, mileage, and other factors. For
example, BellSouth's entrance facility charge, for transport from an I X C's point of presence to a Bell South serving
wire center, is $134 monthly per DS1 circuit ($5.58 per derived voice grade circuit) and $2,100 monthly per DS3 circuit
($3.13 per derived voice grade circuit). Dedicated transport for 10 miles of interoffice transmission between a serving
wire center and an end office is $325 monthly per DS1 circuit ($13.54 per derived voice grade circuit) and $2,950
monthly per DS3 circuit ($4.39 per derived voice grade circuit). Installation, multiplexing, and other transport-related
charges may also apply.

1949 gpecifically, when the transport rate restructure was implemented, the initial levels of tandem-switched
transmission rates were presumed reasonable if they were based on aweighted per-minute equivalent of direct-
trunked transport DS1 and D S3 rates that reflects the relative number of DS1 and D S3 circuits used in the tandem to
end office links, calculated using a loading factor of 9000 minutes per month per voice-grade circuit. 47 C.F.R. 8§
69.111.

1950 Eirst Transport Order, 7 FCC Red at 7018-19. Interstate access rates for tandem-switched transport vary by
region and mileage. The average charge by RBOCsin Density Zone 1 for transport termination and one mile of
switched common transport facility between atandem switching office and end office equals 0.033 cents ($0.000331)
per minute. For afive-mile facility, the average charge is 0.048 cents ($0.000479) per minute; for aten-mile facility,
0.066 cents ($0.000664) per minute.

1951 Competitive Telecommunications Ass'n v. FCCNo. 95-1168 (D.C. Cir. April 28, 1996).
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tandem switching®? We do not believe, however, that the CompTel v. FCC decison isinconsstent with
the rules we establish here because the decison did not address or criticize the Commission's determination
of the rates for dedicated trangport or tandem-switched transport links. Because our proxies do not involve
the interstate access rate for tandem switching, they are not inconsstent with the court's anadysis.

824. Tandem switching dso employs shared facilities. States may, therefore, establish usage-
senditive charges to recover tandem-switching costs. For those states that cannot complete a forward-
looking economic cost study within the arbitration period or cannot devote the necessary resources to such
areview, we establish adefault rate ceiling of 0.15 cents ($0.0015) per minute of use. The additional cost
of termination at atandem in comparison to termination at an end office consgts of the cost of tandem
switching and the cost of tandem-switched trangport transmission. 1llinois and Maryland have adopted
rates for the trangport and termination of traffic from the tandem switch that are, respectively, 0.25 cents
($0.0025) per minute of use and 0.2 cents ($0.002) per minute of use, higher than rates for termination a
end office switches®® In both instances, our default rate ceiling for tandem switching condtitutes at least
60 percent of the implicit tandem switching and transport to the end office switch. We, therefore, find the
default rate ceiling we adopt for tandem switching to be consstent with both Illinoiss and Maryland's
adopted rates for transport and switching of traffic from the tandem office. States that use our proxy and
impose flat-rated charges for tandem switching should set rates so that the price does not exceed 0.15
cents ($0.0015) per minute of useif converted through use of a geographicaly disaggregated usage factor.

825. Ratesfor sgnaing and database services should be usage-sensitive, based either on the
number of queries or the number of messages, with the exception of the dedicated circuits known as
sgnaling links, which should be charged on aflat-rated bass. Usage charges of this type appear to reflect
most accurately the underlying costs of these services.™™  Interstate access rates for most of these elements
have been judtified using the price caps new services test, which roughly approximates the results of a
forward-looking economic cost study.*** In addition, the costs of these services were forward-looking, in

1952 The court accepted both AT& T's claim that the Commission had not justified the allocation of 80 percent of the
tandem revenue requirement to the TI1C and only 20 percent to the tandem element, and CompTel's argument that the
Commission had not justified its allocation of overheads to the tandem element.

1953 |[linois Commission comments at Attachment C (11linois Commerce Commission Docket No. 94.0096), pp.83-86, 98;
Maryland Commission comments at Appendix B (Maryland Commission Order No. 72348, Case No. 8548 Phase 1),
pp.28-32.

1954 Ameritech Operating Companies Petition for Waiver of Part 69 of the Commission's Rules to Establish
Unbundled Rate Elements for SS7 SignallingDA 96-446, Order, at para. 31 (Com. Car. Bur., rel. Mar. 27, 1996).

1955 Amendments of Part 69 of the Commission's Rules Relating to the Creation of Access Charge supplements for

Open Network Architecture CC Docket Nos. 89-79 and 87-313, Report and Order, Order on Reconsideration, and
Supplemental Notice of Proposed Rulemaking, 6 FCC Rcd 4524, 4531 (1991modified on recon, 7 FCC Rcd 5235
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that the services were completely new and hence, by definition, used the best-available technology. Thus,
we establish as a default proxy ceiling for these elements corresponding interstate access charges for these
dements'®™* For elements that have not been subject to the new services test, states may establish proxy
ceallings by identifying the direct codts of providing the eement and adding a reasonable dlocation of joint
and common codts. Because we expect that the joint and common costs associated with the forward-
looking cost of network elements are substantially less than those associated with traditional service-based
costs,™’ dlowing areasonable dlocation is sufficient to protect against possible anticompetitive pricing.
Absent any proxy, this approach will provide the most reasonable approximation of forward-looking
€conomic cost.

826. We have established rate structure rules for collocation eementsin connection with our
Expanded I nterconnection proceeding.”*® Many collocation elements established under section
251(c)(6) are likely to represent the same facilities, and should have the same cost characterigtics, as
exiging interstate expanded interconnection services, and therefore we require states to use the same rate
gtructure rules for those collocation elements that we established in the Expanded I nterconnection
proceeding. Asaproxy ceiling, states may use the rates the LEC hasin effect in its federal expanded
interconnection tariff for the equivaent services. Expanded interconnection services are subject to the new
services test, which, as discussed above, uses a forward-looking methodology. Although LECs have filed
expanded interconnection tariffs, we have not yet completed our investigation into those tariffs. Any price
for unbundled collocation elements set based on LEC expanded interconnection tariffs would therefore be
subject to any modification of those tariffs that results from our pending investigation, and any deate-
imposed prices based on those tariffs will need to be adjusted accordingly.

827. Wefind it unnecessary to specify rate structures for other unbundled eements. The States
shall make those determinations by applying our generd rate structure principles described above. In the
absence of an acceptable forward-looking cost study, states may establish default proxy cellings for other
unbundled dements by identifying the direct codts of providing the eement and adding a reasonable
dlocation of joint and common costs.

(1992); Open Network Architecture Tariffs of Bell Operating Companie€C Docket No. 92-91, Order, 9 FCC Rcd
440, 454-456 (1993).

19%% | nterstate database services consist of Line Information Database (L1DB) and 800 Database. Deployment of SS7
(out-of-band signaling) has enabled L ECs to offer these services. The average charge for RBOCsfor LIDB in Density
Zone 1 equals 3.34 cents ($0.034) per database query.

1957 See supra, Section VII1.B.2.a

198 Expanded I nter connection with Local Telephone Company Facilitie€C Docket No. 91-141, 9 FCC Rcd 5154,
5186 (1994).
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3. Forward-L ooking Cost M odel Proxies
a. Background and Comments

828. Inthe NPRM, we sought comment on the use of certain generic cost sudies. Commenters
discussed severd such moddls. These moddsindude: 1) the Hatfield 2;'%*° 2) the Hatfield 2.2;%% 3) the
BCM;*%! 4) the BCM 2;'? and 5) the CPM.**

829. Generic Cost Models. Severd generic forward-looking costing models were introduced into
the record. Several commenters, supporting the use of generic cost models to establish the rates that
incumbent LECs may charge for interconnection and unbundled eements, claim that such an gpproach
would result in ceilings that are efficient, objective, and based on non-proprigtary inputs.*** On the other
hand, certain commenters argue that generic cost models should not be used as proxies because they fail to
reflect the possible differencesin costs among states, and among carriers, due to technical, demographic,
and geographic factors.** In addition, many parties aso discussed the use of proxies as direct subdtitutes
for the prices of interconnection and unbundled network element rates. %%

195° The Cost of Basic Network Elements: Theory, Modeling, and Policy Implicatiorgsiatfield Associates, Inc.,
March 1996), submitted by MCI on March 29, 1996H atfield 2).

1960 Hatfield Model, Version 2.2, Release 1(Hatfield Associates, Inc., March 1996), submitted by AT& T and MClI

on May 16, 1996 Hatfield 2.2); see alsoAT& T reply at Appendix D (Update of the Hatfield Model Version 2.2,
Release 1).

1961 Benchmark Cost Model: A Joint Submission by MCI Communications, Inc., NYNEX Corporation, Sprint
Corporation, U SWest, Inc.(December 1995), submitted by M CI Communications, Inc., NYNEX Corp., Sprint/United
Management Corp., U SWest, Inc. on July 24, 19968CM).

1962 Benchmark Cost Model 2(July 1996), submitted by Sprint Corp. and U SWest, Inc., on July 24, 1998CM 2).

%83 The Cost Proxy Model(INDETEC International, 1996), submitted by Pacific Telesis Group on June 7, 1996PM).

194 See, e.g9., Ad Hoc Telecommunications Users Committee comments at 50; PacTel comments at 76; Ohio
Consumers Counsel comments at 28-29.

1955 Seg, e.g., Bay Springs, et al. comments at 16-17; Cincinnati Bell comments at 28; Florida Commission comments at
30; Telecommunications Resellers Assn comments at 41; California Commission reply at 19.

19 See, e.9.,AT& T comments at 53.
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830. The Hatfield Models.'*" Parties also commented on the particular generic cost models
placed on the record in this proceeding, and severd support the use of aversion of the Hatfield modd. %
These parties argue that the Hatfield mode represents the only comprehensive nationwide andysis of
virtudly al network elements on a highly disaggregated basis and is the ided standard for the Commission
to adopt because it will provide immediate certainty on pricing.***® Other commenters oppose the
application of averson of the Hatfield modd,*”° assarting that it may not accurately reflect an incumbent
LEC's decisonmaking process for determining the economic and technica feaghility of interconnection
because it assumes building "from scratch,” an assumption potentidly leading to inaccuracy.**™ Ciritics of
the various Hatfield models also argue that they resultsin below-cost rates for services, 2 do not capture
embedded costs,*” and employ a nationwide industry average for costs when costs should be based on
the particular carrier's costs.*

831. GTE arguesthat the Hatfield 2.2 modd's assumptions and andytic practices result in an
understatement of cost per loop of about $8.00.°" GTE criticizes the assumption that all traffic carried by
LECswill be served by a brand new entrant that instantly materidizes. GTE indicates that such an
assumption would not produce results that are representative of incumbent LEC costs when providing
services and unbundled dements. GTE argues that the Hatfield 2.2 modd's use of multiplicative factors to
caculate ingallation costs produces inaccuracies, to the extent that the basis of these factors depart from
higtoricd rationships. In addition, GTE asserts that the equipment prices used in the Hatfield 2.2 modd

197 \W e note that many parties did not address their commentsto a particular version of théatfield model. In such
cases, we will refer generally to theHatfield model.

1968 See, e.g., ACSI comments at 56; AT& T comments at 53 (commenting oHatfield 2.2); MCl comments at 68-69
(commenting onHatfield 2); NEXTLINK comments at 27-28; Washington Commission comments at 27.

1969 See, e.g., MCI comments at 69 (commenting orHatfield 2).

1970 See, e.g., PacTel comments at 74-76, reply at 30 (commenting ohlatfield 2.2); Ohio Consumers' Counsel
comments at 29 n.10; USTA comments at 54 n.45; Sprint reply at 31-32; Rural Tel. Coalition reply at 35.

197! See, e.g., Florida Commission comments at 28-29; Lincoln Tel. reply at 6; Rural Tel. Coalition reply at 35; USTA
comments at 47-48, 54 n.45.

972 See, e.g., Lincoln Tel. reply at 6; U S West comments 20-22.

97 See, e.g, USTA comments at 54 n.45; Rural Tel. Coalition reply at 35; PacTel reply at 30 (commenting étatfield
2.2).

1974 See, e.9, GVNW reply at 12-13; Lincoln Tel. reply at 6; Sprint reply at 28-32.

1975 |etter from Whitney Hatch, Assistant Vice President Regulatory Affairs, GTE, to William F. Caton, Acting
Secretary, FCC, July 11, 1996 at Attachment 2 (Economic Evaluation of Version 2.2 of the Hatfield M odel).
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are consstently lower than prices paid by LECs. Moreover, GTE asserts that the capital cost and
depreciation rates of the Hatfield 2.2 model do not reflect costs of capital and depreciation rates that will
prevail under competitive conditions.**”®  Finally, it asserts that the Hatfield 2.2 modd uses unrediticaly
high fill factors (the percentage of capacity used), which resultsin an understatement of investment and,
hence, annualized cost.*"”

832. The Benchmark Cost Models.**®  Although some parties support the use of the BCM to set
rates for interconnection and unbundled dements,**”® many other parties oppose its use for this purpose.**®
Severd commenters argue that, because the BCM was designed to identify only high cost aress, its
assumptions are flawed and will fail to reflect small and rural LECS network characterigtics.*®® NYNEX
argues that the BCM is based on alimited set of assumptions about the costs that affect loops. 1%
Commenters further contend that the BCM is not technology neutrd, ™ is not designed to estimate the
costs of serving business customers,'** assumes one type of centra office switch,*® and usess ARMIS
cost loading factors that assume that costs are spread over the exigting, larger investment base. %%

833. Cost Proxy Model (CPM). Pecific Teleds mantainsthat its CPM is a superior dternative to
the Hatfield models and BCM modes because it is more flexible, can be based on non-proprietary

1978 |d. at 13-16.
1977 d. at 9-12.

1978 \We note that many parties did not address their commentsto a particular version of tlCM. In such cases, we
will refer generally to theBCM.

197% See, e.g., ACSI comments at 56; Sprint comments at 54 n.30; Texas Public Utility Counsel comments at 29.

1980 See, e.g., Florida Commission comments at 29-30; GV NW comments at 38-39; NY NEX comments at 57; Ohio
Consumers Counsel comments at 29, n.10; PacTel comments at 74-76; SBC comments at 92-93; TDS comments at 22;
Rural Tel Coalition comment at 22, reply at 34-35.

1981 See, e.g., Rural Tel. Coalition comments at 22; TDS comments at 2&ee also Time Warner comments at 54-55;
USTA comments at 54 n.45.

%2 NYNEX comments at 57;see also SBC comments at 92-93.

198 See, e.g., WinStar comments at 34; Texas Statewide Tel. Cooperative, Inc. comments at 14.
1984 See, e.g, NYNEX comments at 57.

19551,

1986 Id
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information, can be independently audited, can estimate the cost of providing loca telephone service for
one-fourth (1/4) mile grids or large geographic areas, and reflects the actua locae of subscribers within a
census block.'%’

b. Discussion

834. We bdlieve that the generic forward-looking costing models, in principle, appear best to
comport with the preferred economic cost approach discussed previoudy. Severa such modeswere
placed in the record, including Hatfield 2, Hatfield 2.2, BCM, BCM 2, and the CPM. The BCM is
designed to produce "benchmark” costs for the provision of basic telephone service within specific
geographic regions defined by the Bureau of the Census as Census Block Groups. The Hatfield 2 mode
combines output from the BCM with independently-developed investment data to produce annua cost
edimates for eleven basic network functions. The CPM issmilar in sructure to the BCM and Hatfield 2
modédls, dthough it uses different agorithms.

835. These modds appear to offer amethod of estimating the cost of network elementson a
forward-looking bags that is practica to implement and that alows state commissions the ability to examine
the assumptions and parameters that go into the cost estimates. Although these models were submitted too
late in this proceeding for the Commission and parties to evauate them fully, our initid examination leads us
to believe that the remaining practica and empiricd issues can be resolved in the near future. In light of the
advantages of such a generic approach, we will further examine these generic economic cost models by the
firgt quarter of 1997 to determine whether we should use one of them to replace the default proxies we
adopt in this proceeding. In that event, states would have the option of setting rates in arbitrations on the
basis of an economic cost study or by using a generic forward-looking cost modd approved at that
time %

836. Findly, we note that Commission staff developed amode of the telecommunications industry
that they designed to smulate industry demand and supply characteristics.**®° In order to encourage an
open-ended discussion of the utility of the staff model, the Common Carrier Bureau sought comment on a
working draft of the model that wasrdleased. Almogt al parties commenting on the staff modd urged the

1987 pacTel comments at 76.

1988 We note that we address certain criticisms of the models in the context of their use in the development of the
proxy for the unbundled local loopsupra, Section VI1.C.2.b.(1)(b).

1989 See Public Notice, Supplemental Comment Period Designated for Local Competition Proceedin@C Docket
96-98, DA 96-1007 (rel. June 20, 1996). The comment period was extended subsequently to July 8, 1996ee Public
Notice, Supplemental Comment Period Extended for Local Competition Proceedin@C Docket 96-98, DA 96-1030
(rel. June 25, 1996). The Commission did not authorize reply comments.
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Commission not to rely upon the staff model as record evidence in this proceeding.*** We are not relying
on the staff modd to develop the requirements imposed by this Order.

D. Other Issues
1. Future Adjustmentsto I nter connection and Unbundled Element Rate L evels
a. Background and Comments

837. Inthe NPRM, we sought comment on whether some cost index or price cap system would
be appropriate to ensure that rates reflect expected changesin costs over time.*** Only two parties
commented on thisissue, and neither supported establishment of a price cap system or other index system
to adjudt rates over time. MCI clamsthat it is not necessary to recompute TSLRIC costs each year. It
argues that large productivity factors are not needed asthey are in price cap system, because initid access
rates were based on embedded costs, which greatly exceed economic costs. MCI proposes that the
Commission should useinitid rates as cellings for athree to five year period. It contends that, if
competition develops satisfactorily, there may not be a need to revisit the costing process. On the other
hand, MCI suggests that if it gppears that LECs retain substantial market power, a performance review
could become necessary.*? Ad Hoc Telecommunications Users Committee notes that the success of any
price cap plan would depend on the accuracy of the productivity offset. It Satesthat an inappropriately
low productivity offset could result in excessive charges. ™™

b. Discussion
838. Asnoted earlier, we will continue to review our pricing methodology, and will make revisons

as appropriate. Accordingly, thereis no present need to establish a Commission price cap or cost index
system to adjust interconnection and unbundled eement rate levels.

19% See, e.9., Ameritech July 8 comments at 14; NCTA July 8 comments at 2; PacTel July 8 comments at 2&e also
New Y ork Commission July 8 comments at 1-2 (Commission should institute "collaborative process" whereby
federal, state, and industry participants can review model and develop alternatives).

1991 NPRM at para. 133.

1992 M CI comments at 68.

1993 Ad Hoc Telecommunications Users Committee comments at 31.
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2. I mputation
a. Background

839. We sought comment in the NPRM on whether we should reguire an "imputation rule’ in
establishing rates for unbundled network dements.****  An imputation rule would require thet the sum of
prices charged for a basket of unbundled network eements not exceed the retail price for a service offered
using the same basket of dements. We further solicited comment on any other rules that could be adopted
regarding pricing of unbundled network elements that would help to promote the pro-competitive goals of
the 1996 Act.

b. Comments

840. Commenters favoring an imputation rule, including some 1XCs and other potentia entrants,
and one date utility counsd, argue that imputation is necessary to prevent potentia anticompetitive practices
highlighted in the NPRM), such as price squeezes and predatory pricing by incumbent LECs. ™ Severd
commenters aso endorsed imputation as a method of testing whether rates are reasonable.**® Sprint
argues that, unless the Commission impaoses an imputation rule, incumbent LECs will have little incentive to
pursue rate rebaancing activities vigoroudy before state commissions.***” Teleport urges the Commission
not to assume that new entrants possess sufficient financia resources to survive a price squeeze and
suggeststhat, if acarrier fails an imputation test, the Commission should find that the market is not
sufficiently competitive to alow incumbent BOC entry into the in-region long distance market.

841. Among new entrants, Time Warner bdieves an imputation rule is unnecessary because
unbundled eement rates will not exceed retall ratesin most cases. ™™ It asserts that the Commission should
not adopt an imputation rule during the trangtion period prior to the enactment of universal service reform,

1994 NPRM at para. 184.

1995 See e.g., ACSI comments at 56-57; ACTA comments at 26; Frontier comments at 29-30; NEXTLINK comments at
33; Telecommunications Resellers Assn comments at 26; Teleport comments at 60-63; Texas Public Utility Counsel
comments at 47-48. MCI comments at Attachment 1 (The Cost of Basic Network Elements: Theory, M odeling and
Policy Implications), pp.6-7 (arguing that imputation is necessary, but not sufficient, to prevent price squeezes).

19% See, e.g., Intermedia Comments at 14; Sprint Comments at 72-74.

1997 Sprint reply at 44.

199 Teleport comments at 60-63.

199 Time Warner comments at 83.
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and that it is unlikely that competing providers will ignore competitive forces and uniformly retain non-
competitive margins in order to support residentia rates below TSLRIC.?®

842. Severa commenters express the view that imputation issues should be left for decison by the
states®* A number of State utility commissions that employ an imputation rule in their states endorse
imputation as away to prevent price squeezes, but ether take no postion on, or oppose, Commission
adoption of imputation as anationa standard.”®? The Michigan Commission Staff believes that sates
should have flexibility to address imputation issues on their own, a process that has aready begun in
Michigan®®® The Washington Commission states that, dthough it has employed imputation as a method of
ensuring that customers of monopoly services do not subsidize other more competitive services, the "threat"
posed by below-cost rates generally has been overstated.”*

843. The Nationd Association of State Utility Consumer Advocates and the Competition Policy
Ingtitute argue that the Commission lacks power to act in this area because of the intrastate/interstate
jurisdictional divide established by section 152(b) of the Communications Act of 1934.2%

844. Responding to the concern, expressed in the NPRM, about requiring imputation for below-
cost sarvices, the Texas Commission observes that Texas law will permit waiver of itsimputation rule in
certain cases®®  Frontier sates that in the case of subsidized services alimited offset could be applied to

20001, at 84-85

2001 Spp, e.g., Alabama Commission comments at 28; Florida Commission comments at 38 (no need for federal
imputation rule if each state may implement unbundled element pricing rules that cover costs); Wyoming
Commission comments at 36.

2002 Gpp, e.g., Colorado Commission comments at 56-57 (opposing a national imputation rule); Washington
Commission comments at 35 (questioning the need for preemption order that would require that local service rates
exceed costs); l1linois Commission comments at 56-58 (urging the Commission not to prohibit states from adopting
imputation rules, but taking no position on the need for a national imputation rule pending further study by the
federal-state joint board).

2098 Michigan Commission Staff comments at 16-17.

2094 Washington Commission comments at 36.

299 Competition Policy Institute comments at 13; Natl. Ass'n of State Util. Consumer Advocates comments at 5-8;
Joint Consumer Advocates reply at 14.

2008 Texas Commission comments at 29-30, Attachment |1 (Public Util. Regulatory Act of 1995, Tex. Rev. Civ. Stat.
Ann., Art. 1446(c)) (Texas law requires the Texas Commission to adopt imputation rules by December 1, 1996).
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reflect the subsdy, but only in the uncommon casein which the incumbent LEC can affirmatively prove that
the affected class of service is priced below its forward-looking incremental cost. "

845. Joint Consumer Advocates and the Ohio Commission suggest that adoption of an imputation
rule is unnecessary because both the incumbent LEC and the new entrant will face the same burdensin
providing below cost service, and each may recover their costs through other revenue sources, such as
federal and state universal service funds.®®  Joint Consumer Advocates and Ohio Consumers Counsdl
take issue with the assumption that loca service is subsdized, and argue imputation is unnecessary because
retail rates are not significantly below cost.®® They assert that since other services, such astall, dso use
the loca loop, it isimproper to load dl of the costs of the local loop onto local service. %

846. Severd commenters voice concerns that an imputation rule would be difficult to implement in
rurd areas®™ The Minnesota Independent Coadlition states that imputation could lead to increasesin local
rates for rurd service, in contravention of the 1996 Act's universal service requirements of preserving rates
in rural aressthat are reasonably comparable to rates charged for smilar services in urban aress, and the
universal sarvice policy requirements of 254(b).%*

847. Incumbent LECs aso oppose imputation, claiming that it would create opportunities for
arbitrage,®* fall to reflect the costs of unbundling incumbent LEC networks®** put pressure on states to
raise retail rates create a de facto ceiling preventing incumbent L ECs from recovering their costs*°

2007 Frontier comments at 29-30.

2008 Joint Consumer Advocates reply at 15-16; Ohio Commission comments at 67.

2009 Joint Consumer Advocates reply at 14-16; Ohio Consumers' Counsel comments at 38-40.

2010 Id

2011 See, e.g., TCA Comments at 8.

2012 Minn. Ind. Coalition comments at 31, 33seealso Western Alliance comments at 3-4 (Commission should not
adopt an imputation rule until other, explicit mechanisms are in place to ensure the statutory goal of reasonable
parity of urban and rural rates).

2% E g, USTA comments at 75.

29 See, e.g., Ameritech comments at 83-84 (rejecting a"sum-of-the-parts" test for unbundled element pricing, and
arguing that an imputation rule must make allowance for costs of unbundling the network); GTE comments at 64-65.

215 E.g., USTA commentsat 77.

218 E g, NYNEX comments at 60 (asserting that such a price ceiling conflicts with the 1996 Act).
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and condtitute an uncondtitutiond taking of incumbent LEC revenues.® NYNEX and BellSouth dso
assert that redtrictions on cost recovery are inconsstent with the 1996 Act's requirement that unbundled
element rates be based on costs.®*®  According to USTA and Ameritech, an imputation rule may cause
incumbent LECs to subsidize new entrants, and lead to inefficient entry.®® BellSouth argues thet intrastate
retail prices are based on factors other than cost, such as the policies of the state commission that approved
the charges, and that an imputation rule would interfere with the states exclusive ratemaking authority over
intrastate rates and charges. According to BellSouth, Congress did not establish any requirement or
expectation that these pricing standards would yield charges that would bear any particular relationship to
one another, and BellSouth asserts there is no reason to expect the sum of unbundled element prices to add
up to the retail rate any more than one would expect that the individua parts of an automobile could be
obtained for less than the price of an dready-assembled car. %

C. Discussion

848. Although we recognize, as severa commenters observe, that an imputation rule could help
detect and prevent price squeezes, we decline to impose an imputation requirement. Adoption of an
imputation rule could force states to engage in amaor rate rebadancing effort at this time, because it would
impose substantid additional burdens on ates a atime when they will need to devote significant resources
to implementing the 1996 Act.

849. In addition to our practica concerns regarding implementation of an imputation rule, we find
that an imputation rule may not be necessary to achieve the pro-competitive gods of the 1996 Act. As
some commenters, including severd state commissions, suggest, competing providers may be able to
provide basic service, at less than the cost of facilities and associated management, just as incumbent LECs
do currently, by sdlling customers higher profit vertica or intrastate toll services, or through receipt of
access revenues and subsdies. Further, the Ohio Consumers Counsel suggest that below-cost rates may
not be sufficiently prevaent to judtify anationd imputation rule.®?*  The Joint Consumer Advocates and the
Ohio Consumers Counsdl question whether local sarviceis, in fact, underpriced. %

27 See, e.g., NYNEX comments at 60-61; USTA comments at 77, reply at 31.
2012 BellSouth reply at 42; NYNEX comments at 61.

291 Ameritech comments at 84; USTA comments at 77.

2020 Bell South comments at 68;see also US Network Services comments at 5-6.
2021 Ohio Consumers' Counsel comments at 39.

2022 Joint Consumer Advocates reply at 16; Ohio Consumers' Counsel comments at 39.
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850. We give specia weight to the comments of severd state commissions that currently employ
imputation rules®*  These state commissions endorse imputation as a tool to prevent price squeezes, but
urge us only to provide states with the flexibility to adopt imputation rules. We agree with those sate
commisson commenters that argue that nothing in the 1996 Act prohibitsindividua states from adopting
imputation rules. While an imputation rule may be pro-competitive, we will leave the implementation of
such rulesto individud dates for the time being.

3. Discrimination
a. Background

851. Inthe NPRM, we noted the different usages of the term "discrimination” in the 1996 Act and
the 1934 Act.®* Sections 251 and 252 require that interconnection and unbundled element rates be
"nondiscriminatory."#%  Similarly, section 251(c)(4) requires that, in making resde available, carriers not
impose "discriminatory conditions or limitations on resde"** Findly, section 252(e) provides that states
may reject a negotiated agreement or a portion of the agreement if it "discriminates’ againgt acarrier not a
party to the agreement and section 252(i) requires incumbent LECs to "make available any interconnection,
sarvice, or network element provided under an agreement . . . to which it is a party to any requesting
telecommunications carrier upon the same terms and condiitions” %" In contrast, section 202(a) of the
1934 Act provides that " (i)t shal be unlawful for any common carrier to make any unjust or unreasonable
discrimination in charges.. . . for . . . like communication service" #%

852. We sought comment on "the meaning of the term 'nondiscriminatory’ in the 1996 Act
compared with the phrase “unreasonable discrimination’ in the 1934 Act." We asked specificaly whether
Congress intended to prohibit al price discrimination, including measures such as density zone pricing or
volume and term discounts, by choosing the word "nondiscriminatory.” We further asked whether sections
251 and 252 could be interpreted to prohibit only unjust or unreasonable discrimination. Finally, we sought

2023 S, e.¢., Colorado Commission comments at 56-57; 11linois Commission comments at 57-58; Michigan
Commission Staff comments at 16-17; Washington Commission comments at 35.

292 NPRM at para. 155.

2025 47 U.S.C. 88 251(c)(2), (3), (6), and 252(cl)(1).

2026 47 U S.C. § 251(c)(4)(B). See infra, Section VI11.C..
2027 47 U.S.C. 88 252(e), (i).

2028 47 U .S.C. § 202(a).
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comment on whether the 1996 Act prohibited carriers from charging different rates to parties that are not
smilarly stuated. >

b. Comments

853. Many date regulatory commissions, severd incumbent LECs, and USTA maintain that the
term "nondiscriminatory™ used in the 1996 Act is synonymous with the prohibition of "unjust and
unreasonable discrimination” used in the 1934 Act.”*° Generdly, these parties agree that pricing variations
are only discriminatory when the affected parties are Smilarly Stuated. They argue that a blanket
prohibition on al price differences, even when judtified by costs, would be anti-competitive and would
gppear to defeat the process of negotiation. The Ohio Commisson argues that smaller companies, not
amilarly stuated to the larger telephone companies dready in operation, need different treetment in order to
compete?®! Findly, they contend that Congress did not intend to prohibit reasonably supported plans,
such as volume and term discounts. The Pennsylvania Commission argues thet, if Congress had intended to
prohibit cost-based price differences, it would have included interconnection and unbundled eementsin the
prohibition against geographic price differences for toll rates, which is contained in Section 254(g).**
Pacific Teless argues that different prices are permissible under the "nondiscriminatory” standard wherever
incremental costs decline as output increases.

854. Other commenters, including MCl and MFS, assart that the term "nondiscriminatory” in the
1996 Act must be interpreted to have a more stringent meaning than the phrase "unjust and unreasonable
discrimination” used in the 1934 Act.®* Severa parties suggest that since the conferees considered and
regjected averson of section 251 that gpplied an "unreasonably discriminatory™ standard to the actions of
incumbent LECs, the change in wording was purposeful.?®*  Generdly, these parties argue that athough the

2022 NPRM at para. 156.

2030 S, e.g., Alabama Commission comments at 23; Bell South comments at 58; California Commission comments at
31-33; Colorado Commission comments at 48; District of Columbia Commission comments at 25; I1linois Commission
comments at 47; Indiana Commission comments at 25; MECA comments at 55-56; Ohio Commission comments at 51;
PacTel commentsat 76-77; USTA comments at 57-58.

2931 Ohio Commission comments at 53.

2982 pennsylvania Commission comments at 32.

29%% pacTel comments at 77;but see AT& T reply at 35.

2034 Seg, €.9, MCI comments at 71; MFS comments at 63; ALTS reply at 40.

2033 NCTA comments at 31 n.114 €iting S. 652, 104th Cong. 1st Sess. § 101 (deleting Section 251(c)(2)(C)) (Draft,
Nov. 27, 1995));see also M FS comments at 63.
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"nondiscriminatory” standard is more stringent, cost-based price differences are nonetheless permissible
under the 1996 Act.?* The Independent Cable & Telecommunications Association contends that the only
way to prevent incumbent LECs from discriminating againgt smaler companies and new entrantsisto
prohibit all non-cost based price differences.®®” LDDS argues that only cost-based price differentids
should be permitted, and that any non-cost-based volume discount should be prohibited, even if arrived at
through agreement of the parties. ®*

855. A third group of commenters argue for a drict reading of the term "nondiscriminatory." %%
They argue that the plain meaning of the term "nondiscriminatory™ without qudification demondrates that
under section 251 even reasonable discrimination isimpermissible ®® R. Koch contends that if there is
any discrimination, smal entrants will be a a disadvantage®®* Findly, they maintain that the higher
standard reflects the digtinction between the carrier-user relaionship being regulated in section 202(a) and
the intercarrier relationship addressed in section 251(c).**

856. CMRS providers argue that some state regulations treet CM RS providers differently than
wireline new entrants with respect to the rates for interconnection with incumbent LECs. AT& T Wirdess
contends that the New Y ork and Connecticut Commissions require incumbent L ECs to charge two distinct
interconnection rates depending on whether the carrier is classfied asa CMRS provider or competing
provider of local exchange service®® According to AT& T Wirdess, in New Y ork, the wirdline
comptitive LEC rate for termination of traffic on the incumbent LEC network is less than one cent per
minute and the CM RS provider rate is approximately 2.6 cents ($0.026) per minute.®* AT& T Wirdess

2036 See, e.¢., MCI comments at 71-72; MFS comments at 64; Michigan Commission comments at 18; Municipal
Utilities comments at 14-15; Pennsylvania Commission comments at 32; Sprint comments at 64-65.

2037 Ind. Cable & Telecomm. Assnreply at 11-12.
2038 | DDS reply at 40-41.

203% See, e.¢., AT& T comments at 68-69; NCTA comments at 31 (section 251(c) requires strict scrutiny of any
discrimination, not solely unreasonable discrimination); WinStar comments at 7.

204 See, e.g., WinStar comments at 7.
29! See, e.g., R. Koch comments at 3.
292 NCTA comments at 31.

2043 |_etter fromCathleen A. Massey, AT& T Wireless Services, to William F. Caton, Acting Secretary, FCC, July 2,
1996, filed in CC Docket Nos. 95-185 and 96-98, at 1-3XT& T July 2, 1996 Ex Partg.

2044 | 4
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further contends that, in order to obtain the lower rate, a CM RS provider in New Y ork must comply with
state regulaions, such as universa service obligations associated with residentid and Lifdline service. %
Bdl Atlantic NYNEX Mobile submits that in Connecticut, the rate for wireline new entrants termination of
traffic on the incumbent LEC network is less than one cent ($0.01) per minute and the CM RS provider rate
is4.14 cents ($0.0414) per minute.®®® AT&T Wirdess sates that Cdifornia has ordered incumbent LECs
to implement interim bill-and-keegp compensation for interconnection for wireline entrants interconnection
but not for CMRS providers interconnection,® and Florida has ruled that no compensation shdl be paid
to mobile carriers by incumbent LECs for land-originated calls**®

857. In addition to their assertion regarding rate discrimination, CM RS providers maintain that
date commissions permit incumbent LECs to treet CM RS providers in a discriminatory manner with
respect to the terms and conditions of interconnection.”* Bel Atlantic NYNEX Mobile sates thet in
Connecticut, Maryland, New Y ork and Texas, the rates paid by Bell Atlantic NYNEX Mobileto the
connecting LEC to terminate calls originated on Bell Atlantic NY NEX Mobile's network are more than
twice the rates paid by competing wirdline LECs to incumbent LECs. 2 Bdl Atlantic NYNEX Mobile
a0 dates that "these digparities have no rationa cost basis since an incumbent LEC's costs to complete a
cdl received from Bell Atlantic NYNEX M obile should be no higher than its cogs to complete calls

295 See Order Instituting Framework for Directory Listings, Carrier Interconnection and Carrier Compensation,
New Y ork Public Service Commission, CA SE 94-C-0095 (New Y ork Commission, September 27, 1996) at 15.

2046 Bel| Atlantic NYNEX Mobile commentsin CC Docket No. 95-185, at Exhibit A.

24’"Competition For Local Exchange ServicgDecision 95-07-054, Appendix A, para. 7 (California Commission, July
24, 1995).

2048 See | nvestigation Into the Rates For Interconnection of Mobile Service Providers With Facilities of Local
Exchange Companies Docket No. 940235-TL, dlip op. a 24 (Florida Commission, Oct. 11, 1995).

2049 AT& T commentsin CC Docket No. 95-185, at 27; AirTouch Communications commentsin CC Docket No. 95-185,
at 33; Bell Atlantic NYNEX Mobile commentsin CC Docket 95-185, at 5-6; Comcast Corporation commentsin CC
Docket No. 95-185, at 6-7; New Par commentsin CC Docket No. 95-185, at 4-5.

2050 Bel| Atlantic NYNEX Mobile commentsin CC Docket No. 95-185, at Exhibit A, p.5. Bell Atlantic NYNEX Mobile's
Exhibit A showsthat LEC charges to competitive providers on an average rate per minute are considerably less than
thoseto CM RS carriers: In Connecticut, Bell Atlantic NYNEX Mobile pays 4.14 cents/min. ($0.0414) to terminate
local traffic on a LEC network while competitive providers pay 0.8 cents/min. ($0.008); in Maryland, Bell Atlantic
NYNEX Mobile pays 2.27 cents/min. ($0.0227) to terminate local traffic on a LEC network, while competitive
providers pay 0.5 cents/min. ($0.005); in New Y ork, Bell Atlantic NYNEX

M obile pays 2.59 cents/min. ($0.0259) to terminate local traffic on a LEC network, while competitive providers pay
only 0.98 cents/min.; and in Texas, Bell Atlantic NYNEX Mobile pays 1.7 cents/min. ($0.017) to terminate local traffic
on a LEC network, while competitive providers pay zero cents/min. ($0.0)d.
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received from other carriers"#** Similarly, APC dtates that its interconnection agreements with Bell
Atlantic, which are identical in Maryland, Virginia, West Virginia, and Didrict of Columbia, artificidly inflate
its costs by at least 3.1 cents ($0.031) per minute.*?

858. Western Wirdless dso provides examples of discriminatory interconnection rates by
LECs™*® Western Wireless sates that it has been unable to reach an agreement with any incumbent LECs
in itswireless sarvice areathat is based on cost or that provides reciprocal compensation.®* AT&T
Wireless contends that Sates regularly permit LECsto charge wirdless carriers Sgnificantly higher rates than
competing LECs for intrastate interconnection. > CTIA cites LEC-LEC interconnection agreementsin 18
dates that provide for rates much below the gpproximate nationwide average incumbent LEC-CMRS
interconnection rate of three cents ($0.03) per minute.**

C. Discussion

859. We conclude that the term "nondiscriminatory” in the 1996 Act is not synonymous with
"unjust and unreasonable discriminaion” in section 202(a), but rather is a more stringent standard. 2~
Finding otherwise would fail to give meaning to Congresss decison to use different language. We agree,
however, with those parties that argue that cost-based differences in rates are permissible under sections
251 and 252.

860. Section 252(d)(1), for example, requires carriers to base interconnection and network
element charges on costs. Where codts differ, rate differences that accurately reflect those differences are
not discriminatory. Thisis congstent with the economic definition of price discrimination, which is “the

2051 d, at 5-6.

2052 APC commentsin CC Docket No. 95-185 at 5-6 (alleging it pays Bell Atlantic a monthly $25 per trunk surcharge
between its mobile switching center and Bell Atlantic's tandem, a usage-sensitive charge for transport and switching
elements, and $800 a month for termination for SS7 connectivity, while Bell Atlantic pays APC nothing in return)

2053 |_etter from Doane F. Kiechel, counsel to Western Wireless Corporation, to William F. Caton, Acting Secretary,
FCC, July 5, 1996, in CC Docket No. 96-98.

2541, at 4.
29 AT& T July 2, 1996 Ex Parteat 3.

2% |_etter from Randall S. Coleman, CTIA, to Michele Farquhar, Chief, Wireless Telecommunications Bureau, FCC,
July 2, 1996, in CC Docket Nos. 95-185 and 96-98, at Attachments.

2957 See supra, Section V.G, discussing nondiscriminatory terms and conditions for interconnection, arsdpra,
Section V.G., discussing nondiscriminatory terms and conditions for unbundled network elements.

408



Federd Communications Commisson 96-325

practice of sdlling the same product at two or more prices where the price differences do not reflect cost
differences. . . Animportant festure of the economic definition of price discrimination is that it occurs not
only when prices are different in the presence of smilar costs but also when the prices are the same and
the costs of supplying customers are different." ©* Asone economist has recognized, differentia
pricing is "one of the most prevaent forms of marketing practices' of competitive enterprises.®®® Strict
gpplication of the term "nondiscriminatory” as urged by those commenters who argue that prices must be
uniform would itsdf be discriminatory according to the economic definition of price discrimination. If the
1996 Act isread to dlow no price distinctions between companies that impose very different
interconnection costs on LECs, comptition for al competitors, including small companies, could be
impaired. Thus, we find that price differences, such as volume and term discounts, when based upon
legitimate variations in costs are permissible under the 1996 Act, if judtified.

861. On the other hand, price differences based not on cost differences but on such considerations
as comptitive relationships, the technology used by the requesting carrier, the nature of the service the
requesting carrier provides, or other factors not reflecting costs, the requirements of the Act, or applicable
rules, would be discriminatory and not permissble under the new standard. Such examplesinclude the
imposition of different rates, terms and conditions based on the fact that the competing provider does or
does not compete with the incumbent LEC, or offers service viawirdess rather than wirdine facilities We
find that it would be unlawfully discriminatory, in violation of sections 251 and 252, if an incumbent LEC
were to charge one class of interconnecting carriers, such as CMRS providers, higher rates for
interconnection than it charges other carriers, unless the different rates could be judtified by differencesin
the cogts incurred by the incumbent LEC.

862. State regulations permitting non-cost based discriminatory treatment are prohibited by the
1996 Act. Thisconclusion is consstent with both the letter and the spirit of the 1996 Act and our
determination that the pricing for interconnection, unbundled eements, and trangport and termination of
traffic should not vary based on the identity or classification of the interconnector. 2%

%% David L. Kaserman & John W. Mayo, Government & BusinessThe Economics of Antitrust & Regulatiorat
273-74 (1995) citing George J. Stigler,The Theory of Price(3d ed. 1966)) (emphasis added).

2959 Hal R. Varian, "Price Discrimination,” itrHandbook of Industrial Organizationvol.1, p. 598 (R. Schmalensee and
R.D. Willig eds., 1989).

20% Seeinfra, Section X1.A., discussing transport and termination rates.
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